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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors o f financial statements o f banks, credit
unions, savings institutions, finance companies, and other depos
itory institutions and lenders with an overview o f recent eco
nomic, industry, technical, regulatory, and professional
developments that may affect the engagements and audits they
perform.
This publication is an Other Auditing Publication as defined in
AU section 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor un
derstand and apply Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum
stances o f his or her audit. The auditing guidance in this docu
ment has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disap
proved, or otherwise acted on by a senior technical committee o f
the AICPA.
Julie Gould, CPA
Technical Manager
Accounting and Auditing Publications
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Bank, Credit Union, and Other Depository
and Lending Institution Industry
Developm ent— 2006/071
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your audits o f
financial institutions and other lenders. The Alert can also be used
by a company’s internal management to address areas o f audit
concern. The Alert delivers knowledge to assist you in achieving a
more robust understanding o f the business environment in which
your clients operate. The Alert is an important tool in helping you
identify the significant business risks that may result in the mater
ial misstatement o f financial statements. Moreover, this Alert de
livers information about emerging practice issues and about
current accounting, auditing, and regulatory developments.
If you understand what is occurring in the financial institution
industry and you can interpret and add value to that information,
you will be able to offer valuable service and advice to your
clients. This Alert assists you in making considerable strides in
gaining and understanding that industry knowledge.

Industry and Economic Developments
The Cooling Economy
In September 2006, the AICPA’s latest Business and Industry
Economic Outlook survey showed that optimism about the U.S.
1. This Alert presents auditing guidance to help you implement auditing standards in
cluded in both AICPA professional standards (GAAS) and in Public Company Ac
counting Oversight Board (PCAOB) professional standards. In citing the
professional standards, references are made to the AICPA Professional Standards pub
lication and the AICPA’s PCAOB Standards and Related Rules publication, depend
ing upon the applicable professional standard. Additionally, when referencing
professional standards, this Alert cites section numbers and not the original state
ment number, as appropriate. For example, Statement on Auditing Standards (SAS)
No. 54 is referred to as AU section 317.
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economy among CPAs serving in corporate America’s C-suites is
declining. In the survey, 54 percent o f respondents expressed
opinions on the economy that ranged from neutral to very pes
simistic, an increase from 41 percent in December 2005.
Economic figures support the survey. Real gross domestic prod
uct increased 5.6 percent in the first quarter but slowed to a 2.6
percent growth rate in the second, according to the Bureau o f
Economic Analysis. The financial institution industry mirrored
this trend; financial corporation domestic profits measured $51.4
billion and $34.7 billion for the first and second quarters, respec
tively. The federal fund rate incrementally increased 75 basis
points throughout 2006 as result o f the Federal Reserve combat
ing inflation. In August, the Fed kept its target federal fund rate
steady for the first time in 18 meetings and held it steady in Sep
tember (at 5.25 percent.) The Fed stated that “economic growth
has moderated from its quite strong pace earlier this year, partly
reflecting a gradual cooling o f the housing market and the lagged
effects o f increases in interest rates and energy prices.” The Fed
cautioned that “some inflation risks remain” and that “future in
creases will depend on further information on the outlook for in
flation and economic growth.”

Financial Institutions
The yield curve flattened approximately 100 basis points from
second quarter 2005 through second quarter 2006, a difficult
variable for net interest margin navigation. Additionally, the
2006 yield curve has suffered intermittent scoliosis, periodically
inverting and causing extra pain and uncertainty for financial in
stitutions. The last time the curve inverted was in mid 2000. His
torically, the curve has to invert by more than 200 basis points to
precursor a recession; this has not yet occurred, but the beginning
o f a slowdown is clearly visible. Additionally, economic slow
downs often occur in midterm congressional election years.
Many financial institutions have successfully navigated the chal
lenging interest rate environment by anticipating the 2006 inter
est rate rise and subsequent summer plateau. The Federal Deposit
Insurance Corporation reports strong profits. Margins have held
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steady from the first quarter, and bankruptcies and credit card
losses remained low through the first half o f the year. Despite a
slowdown in retail lending, commercial lending has increased.
On the credit union side, the National Credit Union Administra
tion reported solid institution performance during the first half
o f 2006. Based upon mid-year Call Report Data, lending in
creased, shares grew, delinquencies declined and net worth in
creased.
Although the financial institution industry has enjoyed prof
itability, margins are declining at some institutions, with some
companies already predicting third quarter losses to partially mit
igate earnings release impacts on the financial market.

Some Auditing Considerations
Paragraphs 27 through 29 o f AU section 312, Audit Risk and M a
teriality in Conducting an Audit (AICPA, Professional Standards,
vol. 1; AICPA, PCAOB Standards and Related Rules), note that
during planning, the independent accountant should consider the
factors influencing inherent risk as they relate to financial state
ment assertions. Paragraph 81 o f AU section 319, Consideration o f
Internal Control in a Financial Statement Audit (AICPA, Profes
sional Standards, vol. 1; AICPA, PCAOB Standards and Related
Rules), states that the auditor uses the assessed levels o f inherent
and control risk to determine the acceptable level o f detection risk
for financial statement assertions.2 Important inherent risks for fi
nancial institutions include, but are not limited to, interest-rate
risk, credit risk, and liquidity risk, which are interrelated. For ex
ample, increases in market interest rates may affect other risk
2. The AICPA has issued eight new risk assessment SASs. Effective for audits o f finan
cial statements for periods beginning on or after December 15, 2006, with earlier
application permitted, SAS No. 107, A udit Risk and M ateriality in Conducting an
Audit, supersedes AU section 312, and SAS No. 109, Understanding the Entity and
Its Environment and Assessing the Risks o f M aterial Misstatement, supersedes AU sec
tion 319. In most cases, implementation o f the risk assessment standards will result
in an overall increased work effort by the audit team, particularly in the year o f im
plementation. It also is anticipated that to implement the SASs appropriately, many
firms will have to make significant revisions to their audit methodologies and train
their personnel accordingly. For additional information, see the section “Spotlight
on the AICPA Risk Assessment Standards” in the “Recent Auditing and Attestation
Pronouncements and Related Guidance” section o f this Alert.
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factors by decreasing marketability (that is, liquidity) or by in
creasing the credit risk o f the issuer's obligations.
Interest R ate Risk. Many financial institutions hold material
amounts o f interest sensitive products, including but not limited
to, customer deposits, derivatives, real estate investments, real es
tate loans, and foreclosed assets. The flat yield curve continues to
put pressure on institutions; however, trust and custody banks
and other asset sensitive institutions have benefited from the in
terest rate increases during the first half o f the year. The auditor
can evaluate the product mix o f a financial institutions assets and
liabilities in the current uncertain interest rate environment.
During rising rates, a liability mix shift toward higher cost de
posit products (for example, C D s and other deposits) is seen as
damaging; these liabilities can reprice faster than loan receivables
and other assets. Complicating matters, financial institution gov
ernmental student loan subsidies have been reduced; the govern
ment reduces these subsidies when interest rates increase.

Additionally, interest rate increases tend to dampen loan demand
and refinancing activity and increase a financial institution’s
funding costs. A flattened yield curve decreases the differential
between the short-term cost o f funding and long-term rates on
lending assets. The auditor can evaluate interest rate impact on a
financial institution’s profitability, liquidity, and investment port
folio value. The institution’s asset/liability and other risk manage
ment policies may provide useful information to the auditor
about the possible effects o f interest rate and liquidity risks on the
institution’s securities. Additionally, for some clients, the auditor
can observe management’s competency and outsourcing method
ologies surrounding asset liability management.
Credit Risk. Many in the industry think that credit quality has
reached its high-tide mark, that there is no where to go but down.
The Federal Reserve reports some softening in the consumer sec
tor and the Federal Deposit Insurance Corporation (FD IC) re
ported second quarter increases in noncurrent loans across most
categories: loans overall at 1.1 percent, credit cards at 10.4 per
cent, real estate construction and development 10.8 percent, and
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commercial and industrial at 2 percent. (A 2.1 decrease in mort
gage loans offset these figures; this figure contains a large decline
in noncurrent rebooked G N M A mortgage loans.)
The FD IC stated that rising loan volumes, loosening underwrit
ing standards, and untested products raise concerns about future
credit losses. (This includes the loan loss allowance.) Among
other matters, the auditor needs to be cognizant o f inadequate
loan documentation, skewed loan pricing in relation to credit
risks, controls surrounding underwriting and nontraditional
product use. Many nontraditional (mortgage) products will be
repricing this year, causing increased pressure on borrowers and
increased concern for lenders.
Concentrated Areas o f Concern. For 2006 year ends, practitioners
may need to consider certain factors during the audit. Areas in
clude a cooling housing market, home equity debt, the influx o f
commercial real estate lending, nontraditional products, linger
ing hurricane effects, portfolio security impairment, insurance,
taxes, overdraft; protection, and loan loss allowances, all o f which
are discussed in this Alert.

Commercial Real Estate Lending
Major commercial real estate (CRE) sectors include office, hotel,
industrial, multifamily, and retail. According to the FD IC, CRE
debt measured $2.3 trillion in 2006, compared to $952 billion in
the late 1980s, with the last two years showing spiked activity.
The C R E market has maintained its strength despite the con
sumer housing slowdown. An F D IC report found that rising
concentrations o f construction and development and C RE loans
were noteworthy in the Mid-Atlantic, Southeast and Western
states.
Financial institution regulators have observed that some institu
tions have high and increasing concentrations o f C RE loans and
are concerned that these concentrations could make institutions
more vulnerable to cyclical C RE markets. The Federal Reserve, in
a periodic survey o f loan officers, found a “considerable easing o f
the standards that some banks have adopted for C RE loans. Some
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bankers also reported lowering the interest rates they demand on
such loans. Among the reasons bankers cited was greater compe
tition from banks and other lenders.”
On January 13, 2006, the FD IC, FRB, Office o f the Comptrol
ler o f the Currency (O C C ), and Office o f Thrift Supervision
(OTS) issued a proposal, Concentrations in Commercial Real Es
tate Lending, Sound Risk Management Practices. This proposed
guidance provides criteria for identifying institutions with CRE
concentrations that may warrant greater supervisory scrutiny and
reinforces existing guidelines for real estate lending and safety and
soundness. The proposed guidance provides that institutions
with aggregate C RE loans above the defined concentration levels3
should have in place risk management practices and capital levels
appropriate to the risk associated with these concentrations. The
proposal also states that institutions should consider C R E con
centrations in their assessment o f the adequacy o f the Allowance
for Loan and Lease Losses (ALLL), with documentation and gen
erally accepted accounting principles (GAAP) compliance em
phasized. The proposed guidance could have a considerable
impact on the lending activity at some smaller and mid-sized in
stitutions where C RE loans make up a proportionally larger share
o f the loan portfolio. Practitioners should remain alert to final
guidance.

Some Auditing Considerations
Historically, financial institutions have generally suffered severe
losses as a result o f the loss o f expected cash flows due to loan de
faults and inadequate collateral. For example, significant credit
losses on real estate loans have occurred, due largely to downturns
in regional and national real estate markets, but also because of
other general economic conditions and higher-risk lending activ
ities. Therefore, the auditor needs to assess the existence, valua
tion, and ownership o f the collateral supporting the client’s
receivables and assess if the internal control systems have been
3. Total reported loans for construction, land development, or other land represent
100 percent or more o f total capital, or total reported loans secured by multifamily
and nonfarm residential properties and loans for construction, land development,
and other land represent 300 percent or more o f the institutions total capital.
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properly designed and are effective. The auditor can observe the
C R E lending at the client and plan accordingly. Some issues au
ditors may want to consider include, but are not limited to, the
following:
Proper Classification. Certain real estate loan arrangements, in
which the lender has virtually the same risks and potential re
wards as those o f the owners o f the property, should be classified
and accounted for as investments in real estate and not C R E
loans. Certain acquisition, development, and arrangements
should be accounted for as investments in real estate (in confor
mity with Financial Accounting Standards Board (FASB) State
ments o f Financial Accounting Standards No. 66, Accounting for
Sales o f Real Estate, and No. 67, Accounting fo r Costs and In itial
Rental) or real estate joint ventures (in conformity with the provi
sions o f Statement o f Position (SOP) 78-9, Accountingfor Invest
ments in Real Estate Ventures; FASB Staff Position (FSP) SO P
78-9-1, Interaction o f AICPA Statement o f Position 78-9; Emerg
ing Issues Task Force (EITF) Issue No. 04-5, Investor's Accounting
for an Investment in a Limited Partnership When the Investor Is the
Sole General Partner an d Lim ited Partners Have Certain Rights;
and FASB Statement N o. 34, as amended by FASB Statement
No. 58, Capitalization o f Interest Cost in Financial Statements That
Include Investments Accounted fo r by the Equity Method). Addi
tionally, provisions o f FASB Interpretation No. (FIN) 46, Consol
idation o f Variable Interest Entities (revised 2003), should be
considered for real estate held joint ventures or partnerships. FIN
No. 46(R) clarified the application o f Accounting Research Bul
letin (ARB) No. 51, Consolidated Financial Statements, to certain
entities in which equity investors do not have the characteristics
o f a controlling interest or do not have sufficient equity at risk for
the entity to finance its activities without additional subordinated
financial support.
Com m ercial R eal E state Loan Valuation. The federal banking
and thrift agencies and the National Credit Union Administra
tion (NCUA) require real estate appraisals for properties over de
fined limits. M any fair values will be based on valuations by
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independent appraisers.4 In applying audit procedures to real es
tate loans, the independent accountant can evaluate the fair value
o f loans (including those held for sale) and note contents o f loan
portfolios that include collateral description and valuation. The
auditor often relies on representations o f independent experts,
particularly appraisers and construction consultants, to assist in
the assessment o f real estate collateral. AU section 336, Using the
Work o f a Specialist (AICPA, Professional Standards, vol. 1;
AICPA, PCAOB Standards and Related Rules), provides guidance
in this area. Independent appraisals may be considered acceptable
audit evidence. The quality o f appraisals varies, however, and, in
some instances, the independent accountant may have reason to
believe certain assumptions underlying appraisals are unrealistic.
The independent accountant needs to understand and consider
the approaches and assumptions used in obtaining the appraised
value. The current downturn in the real estate market increases
audit risk surrounding the valuation o f receivables; the institution
will have to absorb losses between actual and appraised values if
credit quality deteriorates and borrowers default.
Additionally, A U section 342, A uditing Accounting Estimates
(AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards
and Related Rules), provides guidance on auditing accounting es
timates (such as estimates o f fair values, discussed above, and esti
mates o f loan losses, discussed below). AU section 342 discusses
how an independent accountant obtains an understanding o f
how management developed estimates, concentrating on the key
factors and assumptions used. It also discusses how the indepen
dent accountant evaluates the reasonableness o f those estimates.
AU section
Auditing Fair Value Measurements and Disclosures
(AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards
and Related Rules), establishes standards and provides guidance
4. On June 22, 2006, the FD IC, FRB, O C C , O TS, and N C U A released an intera
gency statement and Frequently Asked Questions regarding revisions made to the
Uniform Standards o f Professional Appraisal Practice (USPAP). Under the agencies’
appraisal regulations, regulated institutions must ensure that appraisals supporting
federally related transactions adhere to USPAP. The interagency statement provides
an overview o f the USPAP revisions and the ramifications o f these revisions to regu
lated institutions’ compliance with the agencies’ appraisal regulations. Effective date
is July 1, 2006.
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on auditing fair-value measurements and disclosures contained in
financial statements.
Allowance fo r Loan Losses. The independent accountant typically
achieves objectives for auditing the allowances by testing manage
ment's estimates o f the allowance based on available and relevant
information regarding loan collectibility. The independent ac
countant is not responsible for estimating the amount o f the al
lowance or ascertaining the collectibility o f each, or any, specific
loan included in an institutions loan portfolio. However, the au
ditor’s primary objective o f audit procedures for credit losses is to
obtain reasonable assurance surrounding the loan loss estimate.
Some questions include:

•

Are the allowance for loan losses and the allowance for
credit losses on off-balance sheet credit exposures reason
ably estimated in accordance with GAAP to cover the
amount o f probable credit losses inherent in the loan port
folio and in off-balance sheet financial instruments, respec
tively, at the balance-sheet date?

•

Are internal controls over the allowance estimation process
operating effectively?

•

Is the allowance calculation properly documented and in ac
cordance with current accounting and regulatory guidance?

•

Are disclosures adequate?

•

Is the allowance excessive, or does it imply shortfall?

•

Is there directional consistency between credit quality indi
cators (for example, charge-offs versus delinquencies, and
loan-loss provision levels versus allowance levels)?

•

Is there appropriate recognition, disclosure, and account
ing for loan modifications, including troubled debt re
structurings?

Additional specifics for allowances are discussed in the section
“Credit Loss Allowance Update.” Additional accounting and au
diting considerations for C RE lending can be found in chapters
8, 9, and 11 o f the May 1, 2006 edition o f the AICPA Audit and
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Accounting Guide Depository and Lending Institutions: Banks and
Savings Institutions, Credit Unions, Finance Companies and Mort
gage Companies (the Guide) and in the AICPA's Audit Risk Alert
Real Estate Developments— 2006/07.
Com m ercial R eal E state Staffing. Some financial institutions
have difficulty finding qualified and experienced C R E lenders,
due to the specialized nature o f the lending. In institutions where
there has been significant expansion o f CRE lending, the auditor
needs to take care in evaluating controls within the institutions
commercial lending functions. The auditor can evaluate whether
loan review is conducted by personnel who are independent o f
the credit origination, disbursement, supervision, and collection
functions. Additionally, a higher level o f control will exist if loan
reviewers report directly to the board o f directors or to senior
management. Loan review may be performed by specifically as
signed staff, be incorporated within an internal audit function, or
outsourced to a third party. The external auditor can refer to AU
section 319, Consideration o f Internal Control in a Financial State
ment Audit; AU section 322, The Auditor's Consideration o f the
Internal Audit Function in an Audit o f Financial Statements; and
AU section 324, Service Organizations (AICPA, Professional Stan
dards, vol. 1; AICPA, PCAOB Standards and Related Rules).
P oten tial Adverse Effects on Income an d C apital. With C R E
loans, repayment primarily depends on rental income or from the
sale proceeds, refinancing, or permanent financing o f properties.
These inflows can be more variable than steady mortgage pay
ments from traditional lending products. A shift: toward higher
concentrations in C RE loans could create a less stable cash flow
and adverse earnings effects. Capital volatility could occur. The
auditor may have to adjust the audit plan for certain areas, such
as analytical procedures surrounding potential increased income
statement and balance-sheet account volatility.
The Size o f Your Client an d Its Product M ix. Small and medium
sized banks have faced extreme competition, and many have higher
concentrations o f C R E loans than do larger institutions. Compe
tition may have caused reduced underwriting standards and lack
o f product diversity can increase an institution's exposure to
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market downturns. M oody’s Investors Service, which among
other activities, rates and monitors commercial mortgages that
are packaged and issued as bonds, reports that commercial mort
gage loans increased to 15 percent o f gross domestic product
(GDP) as o f the third quarter o f 2005. That level hadn’t been
reached since the peak o f the United States’ last C RE cycle, which
occurred in 1988. Per paragraph 22 o f SOP 94-6, Disclosure o f
Certain Significant Risks and Uncertainties, the auditor can evalu
ate if revenue from an institution’s concentration in C RE lending
meets the disclosure criteria o f paragraph 21.
The Condo M arket. Auditors need to be aware that the condo
market can be especially vulnerable to current economic condi
tions, since condos, in substance, are more closely aligned with
the current residential mortgage slowdown. In April 2006, the
Mortgage Bankers Association reported that it would take 7.1
months to sell all the condos available on the market, compared
to 3.4 months in late 2004. Therefore, auditors can evaluate po
tentially heightened risk in this C RE market sector.
B ifurcation Effects. In addition to potential impairment dis
cussed above, FASB Statement No. 155, Accounting for Certain
Hybrid Financial Instruments—an amendment o f FASB Statements
No. 133 and 140, might have an impact on companies that buy
or sell mortgage-backed (and other asset-backed) securities at a
discount. Such securities are likely to contain embedded deriva
tives arising from the prepayment option in the underlying mort
gage loans or assets. Consequently, the demand for such securities
could decrease due to potential bifurcation issues or the recording
o f the entire security as trading, which could create additional in
come statement volatility. This effect could reduce the demand
for commercial (as well as residential) asset-backed securities.
Auditors need to note financial institution compliance for those
entities that have adopted FASB Statement No. 155.
Servicer Discretion Surrounding Securitization. Loans are pack
aged, securitized, and sold in the secondary market. Practitioners
need to keep abreast o f developments surrounding servicer dis
cretion and the role o f a QSPE. The FASB staff may determine
that waiver o f due-on-sale clauses and collateral substitution
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rights may not be congruent with the definition o f a passive
asset.5 If the FASB confirms that commercial mortgage backed
securities are not passive assets, an SPE would have to be used
instead o f a Q SPE in order to execute the securitization. FIN
No. 46(R) analysis would be required. If applicable, investors in
subordinated classes and guarantors might have to consolidate
SPEs, which are currently not consolidated because o f their
qualifying special purpose entity (QSPE) status. These investors
and guarantors may have significantly less interest in purchasing
subordinated classes in a commercial mortgage-backed security
(CM BS) securitization, potentially causing a restructuring o f the
C M BS securitization process. Auditors need to keep abreast o f
FASB developments and evaluate the valuation effects on client
C M BS, as well as financial institution accounting compliance, at
year-end.
Com m ercial R eal E state B on d Valuation. Some mutual fund
managers are reducing bond holdings due to current market con
ditions. Moody’s Investors Service is concerned with market mea
surements. The auditor can observe ratios such as loan to market
value, and debt service coverage, for reasonableness. Loan struc
tures are now showing a higher degree o f leverage than in past
years. The auditor can refer to AU section 329, Analytical Proce
dures (AICPA, Professional Standards, vol. 1; AICPA, PCAOB
Standards and Related Rules), which provides guidance on the use
o f analytical procedures in all stages o f an audit. For information
on the valuation o f securities, and possible impairment, see the
section “FSP FAS 115-1— Stepping Stones for Impairment Ac
counting” in the “Accounting Pronouncement Potpourri” section
o f this Alert.

5. On September 20, 2006, the Financial Accounting Standards Board (FASB) dis
cussed two approaches that would clarify those activities that qualifying special pur
pose entities (QSPEs) are permitted to perform. The first, more conservative
approach, the “passive asset and liability approach,” requires assets to be passive in
order to be in a QSPE. The second approach, the “third party trigger events ap
proach,” would allow certain events that were outside o f the control o f the transferor
and servicer, to permit the servicer to perform some decision making. The staff
agreed to provide the FASB with examples o f the type o f assets that would be con
sidered passive.
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Slow Motion Mortgages and Nontraditional Products
Historically, home resales account for 85 percent o f the mortgage
market. The National Association o f Realtors reported that by
midsummer 2006, inventories o f unsold homes rose to the high
est level since 1997, as borrowing costs hurt demand. The hous
ing market is in slow motion and the famed housing bubble has
finally started to deflate over the past 12 months. Additionally,
due to high competitive forces during the past few years’ low in
terest rate environment, a plethora o f new products have
marched into the marketplace, including but not limited to neg
ative amortization loans, 30-year-plus loans, adjustable rate
mortgages (ARM) and hybrids, option ARM s, piggyback con
tracts, interest-only mortgages, and home equity lines o f credit
with similar features.
Paragraph 27 o f AU section 312 states that external factors as well
as complex calculations can affect inherent risk.6 The mortgage
market slowdown coupled with the existence o f nontraditional
products may have increased inherent audit risk surrounding
consumer lending products at the client. Risk can vary widely
from institution to institution depending on, among other
things, the nature and complexity o f consumer lending product
offerings and the extent and effectiveness o f the institutions ac
counting and operational policies and procedures, as well as man
agement’s understanding and awareness o f the risks. Below are
some environmental factors that the auditor can consider during
2006 year-end audits.
Reduced M ortgage Revenue. For mortgage companies and other
institutions where mortgages make up a large percentage o f busi
ness, the auditor can evaluate potential reduced interest revenue
and mortgage volume on an institution. (Compressed net interest
margins can magnify the negative effects o f reduced mortgage
volume.) For mortgage-heavy institutions that may be incurring
high loan losses coupled with reduced revenue or other related
factors, the auditor can evaluate information such as ratios and
6. Effective for audits o f financial statements for periods beginning on or after Decem
ber 15, 2006, with early application permitted, SAS No. 107 supersedes AU section
312. See footnote 2.
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company cash flow projections. Paragraph 2 o f AU section 341,
The Auditors Consideration o f an Entity’s Ability to Continue as a
Going Concern (AICPA, Professional Standards, vol. 1; AICPA,
PCAOB Standards and Related Rules), requires auditors to evaluate
— as part o f every financial statement audit— whether there is
substantial doubt about the ability o f the entity to continue as a
going concern for a reasonable period o f time not exceeding one
year beyond the date o f the financial statements being audited.
Potential Internal Control Leniency. With the downturn o f the
mortgage cycle, some institutions will be under pressure to re
duce operating expenses. The auditor can evaluate if management
has altered procedures such as mortgage analysis and review. The
auditor can refer to AU section 319, which provides guidance on
the independent accountant's consideration o f an institutions in
ternal control in an audit o f financial statements.
Loss o f Jobs in the M ortgage Sector. The auditor needs to be on the
lookout for potential restructuring in loan origination and servic
ing departments. The auditor can refer to FASB Statements No.
146, Accountingfor Costs Associated with Exit or Disposal Activities,
and No. 144, Accounting for the Impairment or Disposal o f LongLived Assets. Additional guidance for public clients is included in
Securities and Exchange Commission (SEC) Staff Accounting
Bulletin (SAB) No. 100, Restructuring and Impairment Charges,
which provides guidance on the accounting for and disclosure of
certain expenses and liabilities commonly reported in connection
with restructuring activities and business combinations, and the
recognition and disclosure o f asset impairment charges.
Underwriting Risk. In 2005 the O C C noted significant easing in
loan underwriting standards, including home equity and first
mortgage loans. The auditor can evaluate if management has
carefully controlled and monitored underwriting standards to
avoid credit quality problems. Any change in underwriting stan
dards needs to be thoroughly evaluated to determine the amount
o f additional risk caused by the change. If an institution makes a
decision to change underwriting standards, the auditor can ob
serve if management has considered the effect o f any higher risk
loans when evaluating the allowance for loan losses. The auditor
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can also evaluate the use o f credit scores as a loan approval tool,
which has grown considerably over the past few years. As loan de
cisions have become more automated, credit scores have become
a predominant factor for loan approval and interest rate determi
nation. Traditional labor-intensive underwriting and evaluation
o f customers’ credit capacity are often relied on to a lesser extent.
The auditor and management need to thoroughly understand the
impact o f increased reliance on, and the limitations of, credit
score usage in making underwriting decisions. It is also important
to note that credit scores typically do not consider borrower or
household income levels. Such information needs to still be ob
tained from the borrower and verified by the lender if it is a part
of the underwriting decision.7
Receivable an d M ortgage Backed Security Im pairm ent. Some
mutual fund managers are cutting back on investments in M BS.
M BS risks in a rising interest rate environment include reduced
security value and reduced liquidity (as homeowners hold onto
fixed interest rate loans, increasing the bond maturity dates).

Additionally, housing inventories are rising in many geographic
markets. Upon foreclosure, financial institutions may not be able
to liquidate underlying assets and may be stuck with absorbing
significant losses. Finally, increased competition to sell loans is re
ducing security value.
Bifurcation Effects. In addition to potential impairment previ
ously discussed, FASB Statement N o. 155, Accountingfor Certain
Hybrid Financial Instruments— an amendment o f FASB Statements
No. 133 and 140, might have an impact on companies that buy
or sell mortgage-backed (and other asset-backed) securities at a
discount. Such securities are likely to contain embedded derivatives
arising from the prepayment option in the underlying mortgage
loans or assets. Consequently, the demand for such securities
could decrease due to potential bifurcation issues, or the recording
7. On December 4, 2003, the Fair and Accurate Credit Transactions (FACT) Act of
2003 was signed into law. The legislation provides consumers, institutions, con
sumer reporting agencies, and regulators with important tools that expand access to
credit and other financial services, enhance the accuracy of consumers’ financial in
formation, and helps fight identity theft. The Act finalized uniform national credit
market standards and created strong consumer protections.
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o f the entire security as trading, which could create additional in
come statement volatility. Auditors need to note client compli
ance for institutions that have adopted FASB Statement No. 155.
Foreclosure. Many consumers took out jumbo residential mortgages
at bubble values and/or home equity lines o f credit (H ELO Cs).
Customers holding ARM -based products may not be able to
make payments due to interest rate increases. The auditor needs
to evaluate internal controls and timing o f foreclosure recording
at year-end cutoff. If the institution cannot sell properties at orig
inally assessed values, the institution will absorb property value
deflation. A new O C C publication, part o f the Community
Developments newsletter, provides strategies and recommenda
tions aimed at preserving homeownership by preventing mortgage
foreclosures and can be found at www.occ.treas.gov/cdd/spring06b/
cd/index.html.
H ELOCs. Over the past few years, many consumers have taken
advantage o f H E L O C s to pay o ff higher interest rate products
such as credit cards. Most H ELO C s are variable rate products. A
subsequent effect from high concentration o f H ELO C s could be
reduced credit quality and exposure to losses during year end
2006. Financial institutions may have extended credit to cus
tomers based upon inflated values, perhaps subjecting themselves
to additional credit risk.

The regulatory agencies noted that in some cases credit risk man
agement practices for home equity lending have not kept pace
with the product’s rapid growth and eased underwriting stan
dards. In May 2005, the regulatory agencies issued Credit Risk
Management Guidance fo r Home Equity Lending, which encour
ages sound underwriting standards and effective risk manage
ment practices for home equity lines o f credit and loans. Auditors
need to be aware o f the following risks:
•

Interest-only features that require no amortization o f prin
cipal for a protracted period.

•

Limited or no documentation o f a borrower’s assets, em
ployment and income.

•

Higher loan-to-value and debt-to-income ratios.
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•

Lx)wer credit risk scores for underwriting home equity loans.

•

Greater use o f automated valuation models and other col
lateral evaluation tools for the development o f appraisals
and evaluations.

•

An increased number o f transactions generated through a
loan broker or other third party.

On September 29, 2006, the agencies issued an addendum to the
aforementioned guidance that provides additional guidance for
managing risks associated with open-end home equity lines o f
credit that contain interest-only features. The addendum pro
vides guidance addressing the timing and content o f communica
tions with consumers obtaining interest-only H E LO C s. These
consumer protection recommendations are similar to the para
meters contained in the guidance titled Interagency Guidance on
Nontraditional Mortgage Product Risks., discussed under nontradi
tional products, in the following section.
Additionally, in June 2005, the O T S issued examination guid
ance for negatively amortizing mortgages, which describes
NegAm products, features, risks, and risk management, as well as
compliance requirements. This guidance is located in Appendix
C o f Handbook Section 212 (www.ots.treas.gov).

Nontraditional Products
Certain loan product contractual features may increase the expo
sure o f the originator, holder, investor, guarantor, or servicer to
risk o f nonpayment or realization and have recently become
known as nontraditional products. These features may include re
payments that are less than the repayments for fully amortizing
loans o f an equivalent term and high loan-to-value ratios. The
FASB issued FSP SOP 94-6-1, Terms o f Loan Products That May
Give Rise to a Concentration o f Credit Risk, to provide accounting
disclosure guidance for entities that originate, hold, guarantee, or
service nontraditional loan products. Examples o f features that
may increase credit risk include, but are not limited to:
•

Terms that permit principal payment deferral or payments
smaller than interest accruals (negative amortization).
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•

A high loan-to-value ratio.

•

Multiple loans on the same collateral that when combined
result in a high loan-to-value ratio.

•

O ption ARM s or similar products that may expose the
borrower to future increases in repayments in excess o f in
creases that result solely from increases in the market inter
est rate (for example, once negative amortization results in
the loan reaching a maximum principal accrual limit).

•

An initial interest rate that is below the market interest rate
for the initial period o f the loan term and that may increase
significantly when that period ends.

•

Interest-only loans.

Among other matters, the FSP states that an entity shall provide
the disclosures required by FASB Statement No. 107, Disclosures
about Fair Value o f Financial Instruments,8 for products that are
determined to represent a concentration o f credit risk (in accor
dance with the guidance in Question 1 o f the FSP) for all periods
presented. New guidance from the FSP was effective for interim
and annual periods ending after December 19, 2005. (Existing
guidance referenced in Question 2 o f the FSP is currently in effect.)
Additionally, on September 29, 2006, the FD IC, FRB, NCUA,
O C C , and O T S issued final guidance, Interagency Guidance on
Nontraditional Mortgage Product Risks. The Agencies expect insti
tutions to effectively assess and manage the risks associated with
credit activities, including those associated with nontraditional
8. FASB Statement N o. 107, Disclosures about F air Value o f Fin ancial Assets, as
amended, requires disclosures o f the fair values of all financial instruments for which
it is practicahle to estimate fair value. In addition, FASB Statement No. 107 requires
disclosure o f significant concentrations o f credit risk arising from financial instru
ments. Additionally, FASB Statement No. 157, F air Value Measurements, provides
additional accounting and disclosure guidance. For additional information, see the
section “Derivatives 2006— The Green Book, Short Cuts, and Road Map to Fair
Value” in the “Accounting Pronouncement Potpourri” section o f this Alert. Addi
tionally, issuers should be aware o f “current accounting and disclosure issues” pre
pared by the SE C staff o f the Division o f Corporation Finance available at
http://www.sec.gOv/divisions/corpfin/acctdisl20105.pdf, last updated in December
o f 2005. The document contains references to new and updated items recently in
corporated, including disclosures about residential loan products.
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mortgage loan products. Institutions need to use the final guid
ance in the effort to ensure that their risk management and con
sumer protection practices adequately assess these risks. The final
guidance discusses the importance o f carefully managing the po
tential heightened risk levels created by these loans. Toward that
end, management should:
•

Ensure that loan terms and underwriting standards are
consistent with prudent lending practices, including con
sideration o f a borrower's repayment capacity.

•

Recognize that many nontraditional mortgage loans, par
ticularly when they have risk-layering features, are untested
in a stressed environment. These products warrant strong
risk management standards, capital levels commensurate
with the risk, and an allowance for loan and lease losses
that reflects the collectibility o f the portfolio.

•

Ensure that consumers have sufficient information to
clearly understand loan terms and associated risks prior to
making a product or payment choice.

In addition to the addendum to home equity lending guidance
(discussed in the prior section), the agencies have issued for com
ment, Proposed Illustrations on Consumer Information for Nontra
ditional Mortgage Products. Readers should remain alert for final
illustrations.

Some Auditing Considerations
Superimposing nontraditional features onto lending products can
increase institutional credit risk and related audit complexities.
The auditor may wish to consider the following.
H igher Credit Risk an d Im pairm ent Exposure. In recent years,
nontraditional lending products have been offered to a wider
spectrum o f borrowers who may not have qualified for more tra
ditional mortgage products (like a 30-year fixed loan). In some o f
these cases, some o f the borrowers purchased more expensive
properties than what they would have been able to afford under
traditional terms. The auditor can note the importance o f proper
collateral valuation for properties securing nontraditional loans,
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and the existence o f strong risk management practices over the
lending activity. The auditor can evaluate if the client segregated
nontraditional loans in the allowance calculation to specifically
evaluate inherent loss exposure.
N ontraditional Product Deadlines. The date to recast loan amor
tization on nontraditional products issued a few years ago is fast
approaching. The recalculations coupled with a decline in prop
erty values could cause additional institutional credit and asset
risk exposure. Increased mortgage payments could cause bor
rower default; institutions might have to absorb losses from the
deflated housing bubble effects on housing valuations.
Securitization an d Sale o f N o n trad ition al Products. Higher
yielding nonconforming or nontraditional products as well as
subprime loans are being securitized and sold in the secondary
market. Upon securitization, derivatives are being added in order
to make the securities more attractive to investors. Auditors need
to carefully evaluate those derivatives to see whether they qualify
as passive derivatives permitted for a Q SPE under FASB State
ment No. 140, Accountingfor Transfers and Servicing o f Financial
Assets an d Extinguishments o f Liabilities. Note that FASB State
ment No. 155 amended FASB Statement No. 140 to eliminate
the prohibition on a Q SPE from holding a derivative financial in
strument that pertains to a beneficial interest other than another
derivative financial instrument. For additional information see
the section “Under the Microscope— Changes to FASB State
ment No. 140.”
O btaining Legal Opinions. Increased numbers o f securitizations
means an increased need for legal opinions. Paragraph 27 o f
FASB Statement No. 140 states that “ [t]he nature and extent o f
supporting evidence required for an assertion in financial state
ments that transferred financial assets have been isolated— put
presumptively beyond the reach o f the transferor and its creditors,
either by a single transaction or a series o f transactions taken as a
whole— depend on the facts and circumstances. All available evi
dence that either supports or questions an assertion shall be con
sidered. That consideration includes making judgments about
whether the contract or circumstances permit the transferor to
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revoke the transfer. It also may include making judgments about
the kind o f bankruptcy or other receivership into which a trans
feror or SPE might be placed, whether a transfer o f financial as
sets would likely be deemed a true sale at law, whether the
transferor is affiliated with the transferee, and other factors perti
nent under applicable law.” After the issuance o f FAS 140, the
AICPA Auditing Standards Board (ASB) issued Interpretation
No. 1, “The Use o f Legal Interpretations As Evidential Matter to
Support Management's Assertion That a Transfer o f Financial As
sets Has Met the Isolation Criterion in Paragraph 9(a) o f Finan
cial Accounting Standards Board Statement N o. 140,” o f AU
section 336, Using the Work o f a Specialist (AICPA, Professional
Standards, vol. 1; PCAOB Standards and Related Rules). Readers
may wish to refer to that auditing interpretation when evaluating
the need to obtain a legal opinion. For additional information on
an amendment to FASB Statement No. 140, see the section “Ac
counting Pipeline— Proposed FASB Statement, Accounting fo r
Transfers o f Financial Assets."
Subprim e Borrower N avigation. Due to increased competition,
lenders may have increased subprime lending. Some subprime bor
rowers have avoided default in recent years by refinancing at higher
home values and lower interest rates, reducing monthly payments.
Since home values are no longer increasing in many markets, the
opportunity to continue to refinance may be lost. The auditor can
evaluate potential understatement o f current loan loss allowance re
serves for borrowers who have a pattern o f refinancing.

Stormy Weather— Lingering Effects
Some financial institutions are still feeling effects from the 2005
hurricane season. Additionally, the June 2006 floods in New
York, Pennsylvania, New Jersey, and M assachusetts raised
weather-related accounting and auditing concerns for a number
o f financial institutions located in geographic areas outside o f
hurricane alley.
The FD IC noted that the storms have significantly influenced
economic and banking conditions in hard hit areas. Some institu
tions are sitting pretty; insurance companies have been paying for
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damaged properties and institution cash flow is high. However,
others are reporting somewhat higher past-due loan levels; long
term credit weakness could result. Lack o f insurance coverage
promulgated by insurance company settlements over disputes,
such as wind versus water damage, complicate matters. Addition
ally, some institutions have shown a decrease in customers and
deposits due to consumer geographic relocation and increased
consumer reliance on savings accounts.
It has been reported that hurricane effects on the U.S. G ulf Coast
region will continue to affect the business activities o f the finan
cial institutions serving that area for the foreseeable future.
The AICPA has issued the following Technical Practice Aids
(TPAs):
TPA section 5400.05

“Accounting and Disclosures Guidance for Losses From
Natural Disasters— Nongovernmental Entities,” which
identifies certain issues that may arise in accounting for
losses from natural disasters and lists relevant accounting
literature to consider in addressing those financial
reporting issues.

TPA section 9070.05

“Consideration of Impact of Losses From Natural Disasters
Occurring After Completion o f Audit Field Work and
Signing o f the Auditor's Report But Before Issuance o f
the Auditor's Report and Related Financial Statements.”

TPA section 8345.01

“Audit Considerations When Client Evidence and
Corroborating Evidence in Support o f the Financial
Statements Has Been Destroyed by Fire, Flood, or
Natural Disaster.”

TPA section 8345.02

“Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster.”

In addition, various regulatory agencies have issued information
since the publication o f last year's Alert.
October 14, 2005
FDIC, FRB, O CC,
NCUA, OTS

Issued real estate appraisal exceptions in major disaster
areas. The agencies believe the guidance maintains safety
and soundness so long as certain requirements are
followed. The issuance states that recovery from
Hurricanes Katrina and Rita would be facilitated by
excepting certain transactions involving real estate
located in the areas directly affected by the hurricanes

22

from the real estate appraisal requirements. Exceptions
for Hurricane Katrina expire on August 29, 2008, in
Alabama, Mississippi, and Louisiana; exceptions for
Hurricane Rita expire on September 24, 2008, in
Louisiana and Texas.
November 23, 2005
FDIC, O C C, OTS,
NCUA, and FRB
Supervisory Letters

Issued a set o f Q&As on Hurricanes Katrina and Rita
as of November 23, 2005, which includes the first set
o f Q&As previously issued in SR letter 05-20 on
October 14, 2005.

January 13, 2006
FDIC, FRB, O CC,
OTS, and NCUA

Announced a public service campaign to aid in the
financial recovery o f 2005 hurricanes victims.

February 3, 2006
FDIC, FRB, NCUA,
O C C, OTS, and the
state supervisory
authorities in
Alabama, Louisiana,
and Mississippi

Jointly issued examiner guidance outlining the supervisory
practices to be followed in assessing the financial condition
o f institutions affected by Hurricane Katrina.

March 2, 2006
FDIC, FRB, O C C

Issued final guidance implementing the recent changes to
their Community Reinvestment Act (CRA) regulations.
The guidance clarifies, among other matters, the
availability o f CRA consideration for bank activities that
revitalize or stabilize designated disaster areas and also
indicates that a bank’s loans, investments, and services in
support o f disaster recovery that help to attract new, or
retain existing, businesses or residents to a designated
disaster area will receive CRA “community development”
consideration for a 36-month period following designation
o f the area.

June 15, 2006
FDIC, FRB, NCUA,
O CC, O TS, and
the Conference of
State Bank
Supervisors

Released the booklet “Lessons Learned From Hurricane
Katrina: Preparing Your Institution for a Catastrophic
Event.” The booklet relays financial institutions’
experiences and lessons learned in the aftermath of
Hurricane Katrina that other institutions may find helpful
in considering their readiness for a catastrophic event.

June 22, 2006
FDIC, FRB, NCUA,
O C C and OTS

Released interagency statement and frequently asked
questions regarding revisions made to the Uniform
Standards o f Professional Appraisal Practice (USPAP).
Under the agencies’ appraisal regulations, regulated
institutions must ensure that appraisals supporting
federally related transactions adhere to USPAP. The
interagency statement provides an overview o f the
USPAP revisions and the ramifications o f these revisions
to regulated institutions’ compliance with the agencies’
appraisal regulations. Effective Date July 1, 2006.

23

As management implements these items, the external auditor will
need to be cognizant if financial institutions have appropriately
altered management assertions for the changes in industry regula
tory environment.

Valuation— Real Estate Appraisals
Real estate appraisals have become more difficult. The October
14, 2005, issuance stated that the disruption o f real estate mar
kets in Federal Emergency Management Agency (FEMA) desig
nated disaster areas interferes with an institutions ability to
obtain appraisals that comply with statutory and regulatory re
quirements. Disruption may impede institutions in making loans
and engaging in other transactions that would aid in the recon
struction and rehabilitation o f affected areas.
A large portion o f infrastructure throughout three entire states
has been damaged or destroyed; the quality o f living in these
states may take a long time to recover. There are people not will
ing to live in affected areas and some former residents may never
return. Has there been a decline in the property value, not only
because o f damage, but also because o f the geographic condi
tions? The auditor can evaluate how management has assessed the
impact o f the events on collateral values based on experience to
date, appraisal results and other information.
AU section 336 provides guidance to the auditor who uses the
work o f a specialist in performing the audit o f financial state
ments. Additionally, the auditor can refer to paragraph 22 o f AU
section 508, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1; AICPA, PCAOB Standards and Re
lated Rules), which states that restrictions on the scope o f the
audit, if imposed by circumstance, and the inability to obtain suf
ficient competent evidential matter may require the auditor to
qualify or disclaim an opinion.

Classification, Presentation, and Disclosure of Commercial
and Industrial Loans
The agencies discuss past due and nonaccrual reporting, includ
ing troubled debt restructurings, for commercial loans in the
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Agency Question and Answer Document. As always, classifica
tion, presentation, and disclosure o f receivables and securities
need to be carefully scrutinized since loan restructuring could
qualify for troubled debt restructuring status. FASB Statement
No. 15, Accounting by Debtors and Creditorsfo r Troubled Debt Re
structurings, as amended, applies to troubled debt restructurings.
FASB Statement No. 114, Accounting by Creditors o f Impairment
o f a Loan, sets forth accounting for impairment o f troubled debt
restructured loans. Readers may also refer to EITF Issues No. 017, “Creditor’s Accounting for a M odification or Exchange o f
Debt Instruments,” and N o. 02-4, “Determining Whether a
D ebtor’s M odification or Exchange o f D ebt Instruments Is
Within the Scope o f FASB Statement N o. 15,” for additional
guidance.

Valuation—Workout and Forbearance Effects on Lending
The January 13, 2006, issuance states that some customers have
not yet been in contact with lenders and encourages banks,
thrifts, and credit unions to continue to work with borrowers af
fected. Assistance may include waiving fees, lowering interest
rates, extending repayment schedules, or deferring principal or
interest for additional periods, where appropriate. The evaluation
o f facts and circumstances o f each situation is paramount. Addi
tionally, the Agency Question and Answer Document discusses
temporary hardship programs for non-credit card retail lending,
including residential mortgage lending.
Whatever workout or forbearance is offered by financial institu
tions to victims o f hurricanes or other natural disasters, such pro
grams may be offered without enough analysis o f facts and
circumstances and possibly without any testing by management.
Whether the assistance includes waived prepayment fees when
using insurance funds to pay a mortgage, reduced fees, or pay
ment holidays, these programs will likely have an effect on valua
tions recorded by the lender. It is important to understand that
credit risks related to such programs may differ substantially from
credit risks normally experienced by the lender. Despite circum
stance, the lender needs to consider borrower repayment capacity.
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The auditor can note that the Q & A document contains multiple
references to appropriate estimations o f the allowance and to
charge-off requirements, for loan losses, with applicable GAAP
referenced. Areas include past due and nonaccural reporting, past
due delinquencies, workout policies, and disclosures. Addition
ally, see the allowance discussion at the end o f this section and the
section titled “Credit Loss Allowance Update.”
In addition to evaluating loss allowance factors evaluation previ
ously discussed, the auditor can observe if the lender has carefully
monitored and documented any and all increased credit exposure
caused by such programs. Does the institution have written
guidelines surrounding newly implemented workout and for
bearance programs? Are there documents verifying collateral
ownership, including lien searches to obtain comfort surround
ing ownership and existence? Are there sufficient supporting doc
uments surrounding lending activities? Substantial client
documentation supplies important audit evidence for the audi
tor's work paper documentation. Effective for periods ending on
or after December 15, 2006, the auditor can refer to SAS No.
103, A udit Documentation. SAS 103 supersedes SAS N o. 96,
Audit Documentation, (AICPA Professional Standards, vol. 1, AU
sec. 339), and amends A U section 530, “Dating o f the Indepen
dent Auditors Report,” o f SAS N o. 1, Codification o f Auditing
Standards and Procedures, (AICPA Professional Standards, vol. 1).
For public issuers, A U section 339, A udit Documentation
(AICPA, PCAOB Standards and Related Rules), provides guidance
and establishes general requirements for documentation the audi
tor should prepare and retain in connection with engagements
conducted pursuant to PCAOB standards.

Classification—Workout and Forbearance Effects on Lending
Additionally, new workout and forbearance programs may affect
the status o f Q SPEs; structures containing affected receivables
and asset-backed securities may need to be evaluated. Auditors
can refer to FASB Statement N o. 140, Accounting fo r Transfers
and Servicing o f Financial Assets and Extinguishments o f Liabilities'
Emerging Issues Task Force (EITF) Issue No. 99-20, Recognition
o f Interest Income an d Im pairm ent on Purchased an d Retained
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Beneficial Interests in Securitized Financial Assets;9 FASB Interpre
tation No. 46, Accountingfor Variable Interest Entities; and related
literature.

Valuation— Investment Portfolio
The agencies discuss municipal bond obligations in the agency
Q &A document. As the money sources for both general-obliga
tion bonds (bonds backed by local taxes) and revenue bonds
(from individual sites) dry up when communities shut down, a
community’s ability to recover and start making payments may
affect bond valuation. (Revenue bonds are more vulnerable to
impairment as their income is less diversified and dependent
upon revenues from a single site.) “Katrina has caused more dam
age than any other hurricane, destroying or damaging many o f
the projects built with municipal bond money as well as ports
and other business that generate money to generate payments to
investors” (www.wsj.com). The auditor may need to re-evaluate
bond investments related to affected municipalities for fiscal
year-end 2006. The auditor can refer to the section “FSP FAS
115-1— Stepping-Stones for Impairment Accounting” in the
“Accounting Pronouncement Potpourri” section o f this Alert for
a discussion o f impairment valuation literature.10

Valuation— Consumer Properties (Receivables/MSRs and
Security Portfolio Impairments)
The auditor can evaluate weather impacts on the valuation o f
loans, servicing rights (including prepayment expectations), and
securities to the extent applicable at a given institutions. The cur
rent and future prospects o f employment as well as the extent o f

9.

The FASB intends to update the status section o f this Emerging Issues Task Force
(EITF) Issue to reflect the issuance o f the FASB Statement No. 155, Accountingfor
Certain Hybrid Financial Instruments—an amendment o f FASB Statement No. 133
and 140.

10. Note that the last two sentences of paragraph 8 o f FASB Statement No. 115 address
other unusual circumstances that cannot be reasonably anticipated where the sale o f
held-to-maturity securities would not necessarily call into question an entity’s intent
to hold other debt securities to maturity. The FASB staff’s view is that, for some en
tities, Hurricane Katrina would appear to meet that provision. For additional infor
mation, see the aforementioned November 23 regulatory Q & A document.

27

insurance coverage may be key factors in the ability to collect on
a consumer loan.
Many insurance settlements were finalized in the second quarter
o f 2006. Many customers had only partial insurance coverage or
no insurance at all. If insurance payments to property owners are
less than expected, properties may be prone to foreclosure from
lack o f insurance coverage. Auditors can evaluate the institutions
consideration o f such factors, including client control systems
with respect to property insurance coverage, tracking specific cir
cumstances surrounding individual credits, and how information
may affect loss rates and allowance allocations.
The auditor may observe that institutional coverage has been af
fected by agreements with contracted parties. Institutions that
service loans for the Federal Housing Administration (FHA) are
obligated to return foreclosed property to the FH A in good re
pair. (The FHA has the right to a return o f the principal amount
o f the loan if the property is not in good repair, which may be the
case with properties in the flood zone.)

Valuation— Loss Allowances
Loss allowances can be affected by a myriad o f weather-related
factors already discussed in this section. It is important to re
member that while the federal regulators have indicated a desire
to see financial institutions assist disaster victims, institutions still
need to provide for probable incurred losses related to loans to
disaster victims in regards to customer repayment. For additional
information on loss allowances, see the. section “Credit Loss Al
lowance Update.” Additionally, the O C C 's 2005 hurricane ques
tions and answers document notes that deferring implementation
o f agency guidance prohibiting negative amortization is not ap
propriate. (One effect is that such practices can artificially improve
the earnings o f an institution through the imposition o f fees and
interest charges that have a reduced likelihood o f collection.)
Additionally, auditors need to note the client’s accounting and
disclosure under FASB Statement No. 5, Accounting for Contin
gencies, which requires different accounting practice in regards to
probable, reasonably possible, or remote contingencies. (TPA
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section 5400.05, “Accounting and Disclosures Guidance for
Losses from Natural Disasters— Nongovernmental Entities,” lists
additional guidance.)

National Flood Insurance Reform
On June 27, 2006, the House o f Representatives passed the
Flood Insurance Reform and Modernization Act o f 2006 (H.R.
4973) by a vote o f 416 to 4. In summary, the bill attempts to re
store the financial solvency o f the flood insurance program, as
well as other reforms. The House bill would increase the pro
grams borrowing authority to $25 billion and remove subsidized
coverage rates granted to some vacation homes, second homes,
and business properties. While the bill would increase penalties
on lenders that do not enforce requirements, the legislation
would cap fines at $ 1 million per year. The bill requires that flood
insurance premiums be folded into monthly payments on all ex
isting and new mortgages two years after enactment, requires
flood insurance for properties behind levees and dams, and ex
tends flood insurance requirements to the loans made by state
chartered mortgage companies.
However, the Senate Banking Committee unanimously passed a
different bill that would also reform the National Flood Insur
ance program. The bill would force nonprimary residences, busi
ness, and properties that are hit with severe, repetitive losses out
o f the program, exposing financial institutions to greater losses
on these kinds o f properties. It would also raise penalties for
lenders that do not enforce requirements that borrowers obtain
flood insurance. Additionally, unlike the House bill, there is no
fine cap for lenders. Practitioners need to keep abreast o f final
legislation signed into law.

FHLB Investments
By regulation adopted a year ago, the Federal Housing Finance
Board (FH FB) required, as a milestone toward Federal Home
Loan Bank (FHLB) registration, that each FH LB file an initial
registration statement with the SEC by June 30, 2005. On Octo
ber 5, 2006 the FH LB Office o f Finance announced that all 12
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FH LB s have effective SE C registration statements. However,
there were filing delays with some o f the FH LBs due to outstand
ing issues with the SEC and external auditors. Issues related to ac
counting treatments used in connection with certain o f the
banks’ debt and hedging activities (www.fhfb.gov). The FH FB
has implemented safety and soundness agreements with some o f
the banks. Some institutions have not issued usual quarterly divi
dends. Also, some institutions have been found to be accruing
FH LB dividends prior to their declaration.
Practitioners have raised the issue o f FH LB stock impairment
measurement, as some institutions may be considering a write
down. As discussed in SOP 01-6, Accounting by Certain Entities
(Including Entities With Trade Receivables) That Lend to or Finance
the Activities o f Others, FH LB stock is generally viewed as a long
term investment. Accordingly, when evaluating FH LB stock for
impairment, consideration should be given to the ultimate recov
erability o f the par value rather than by recognizing temporary
declines in value.11 FH LB stock impairment evaluation criteria
includes:
•

The long-term recoverability o f the investment

•

The ability o f the FH LB to make payments required by
law or regulation

•

Operating performance

•

The impact o f legislative and regulatory changes

•

The liquidity position o f the FH LB

The auditor can evaluate if management has supported its analy
sis with appropriate documentation.
A regulatory development occurred in March 2006, when the
Federal Housing Finance Board issued a proposal to raise retained
earnings at the FHLBs. The proposal requires that the FH LBs cut
dividend payments to members until retained earnings reaches
11. For a additional discussion surrounding impairment, see the section “FSP FAS 1151— Stepping Stones for Impairment Accounting” in the “Accounting Pronounce
ment Potpourri” section o f this Alert.
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$50 million plus 1 percent o f nonadvance assets. Critics fear that
the proposal may cause consolidation among the FH LBs and re
lated stock impairment. Practitioners need to be cognizant o f the
aforementioned developments surrounding the FH LBs for 2006.

Deposit Insurance Developments
In 2006 two related pieces o f legislation were signed into law. The
law amends the share insurance coverage provided by the N C U A
through the National Credit Union Share Insurance Fund
(N CU SIF) and the deposit insurance coverage provided by the
FDIC.

Highlights
The FDIC (www.fdic.gov)

The NCUA (www.ncua.gov)
Beginning in 2010, and each subsequent
five-year period thereafter, the NCUA
and FD IC will jointly consider if an
account inflation adjustment is
appropriate, and in what amount, to
increase that insurance maximum.

Beginning in 2010, and each
subsequent five-year period
thereafter, the NCUA and FD IC
will jointly consider if an account
inflation adjustment is appropriate,
and in what amount, to increase
that insurance maximum.

For most accounts, the current insurance
maximum o f $100,000 will remain the
same for now.

The basic insurance limit for other
depositors— individuals, joint
account holders, businesses,
government entities, and trusts—
remains at $100,000.

N CUSIF coverage on certain retirement
accounts such as individual retirement
accounts (IRAs) and Keogh accounts will
increase from $100,000 to $250,000.
These accounts are also subject to the
aforementioned inflation adjustment.

FD IC coverage for certain
retirement plan deposits will
increase from $100,000 to
$250,000. These accounts are also
subject to the aforementioned
inflation adjustment.

NCUA’s current rules provide share
insurance coverage for deferred
compensation plans. The statutory
amendments provide NCUSIF
pass-through coverage to any employee
benefit plan, but limit the acceptance of
shares in employee benefit plans to
NCUSIF-insured credit unions that are
“well capitalized” or “adequately
capitalized.”

Pass-through coverage for employee
benefit plans is no longer tied to an
institutions capital level, although
institutions m ust m eet certain
capital requirements to accept
employee benefit plan deposits.

(continued)
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The NCU A (www.ncua.gov)

The FD IC (www.fdic.gov)

The NCUA “official sign” is revised,
which indicates a credit unions shares are
federally insured, by including, among
possible other things, a statement that
federally insured share accounts are
backed by the full faith and credit of
the U.S. government.

All banks and savings associations
should continue to use their existing
FDIC signage until further notice.
The FD IC has proposed uniform
signage for banks and savings
institutions at http://www.fdic.gov/
news/news/financial/2006/
fil06062.html.

Although not required to be made part
o f an agency rulemaking, the statutory
amendments require NCUA and FDIC
to conduct a study and report to
Congress within 12 months of the
enactment o f the statutory amendments
regarding the feasibility of certain
changes to the federal share and deposit
insurance systems.

Although not required to be made
part of an agency rulemaking, the
statutory amendments require the
NCUA and FD IC to conduct a
study and report to Congress
within 12 months o f the enactment
o f the statutory amendments
regarding the feasibility o f certain
changes to the federal share and
deposit insurance systems.

Additional FDIC Information; The New Deposit
Insurance Fund
The Federal Deposit Insurance Reform Act o f 2005 (the Reform
Act) required that the FD IC merge the Bank Insurance Fund
(BIF) and the Savings Association Insurance Fund (SAIF) to
form the Deposit Insurance Fund (DIF). As a result o f the merger
o f funds, which took effect March 31, 2006, the BIF and SAIF
were abolished. The FD IC issued conforming amendments to its
regulation reflecting the funds merger. The regulations were is
sued and took effect on April 21, 2006.

One-Time Assessment Credit
The Reform Act allows “eligible insured depository institutions”
to share a one-time assessment credit pool o f approximately $4.7
billion (10.5 basis points o f the combined assessment base o f the
former BIF and SAIF as o f December 31, 2001). To be eligible,
an institution must have been in existence on December 31,
1996, and have paid a deposit insurance assessment prior to that
date, or be a “successor” to such an institution. The FD IC has
defined a “successor” as an institution resulting from a merger,
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consolidation, or the acquisition o f 90 percent o f an institutions
assets and deposit liabilities.
Each eligible institutions share o f the assessment credit pool is to
be calculated by dividing its December 31, 1996, assessment base
by the combined assessment base o f all eligible institutions. As
sessment credits will be applied to reduce deposit insurance as
sessments payable after the one-time credit regulations become
effective. As required, the FD IC implemented the one-time as
sessment credit through notice-and-comment rulemaking. The
FD IC 's notice o f proposed rulemaking on credits was published
on May 18, 2006, in the Federal Register. The comment period
closed on August 16, 2006, and the new rule was approved on
October 10, 2006.
The FD IC is currently reviewing the accounting treatment o f the
one-time assessment credit, to determine whether the FD IC 's al
location o f the credit to eligible institutions results in an asset
being recognized by the institutions. N o decision had been an
nounced as o f the publication o f this Alert. Practitioners should
keep abreast o f developments.

Dividends
On October 10 2006, the FD IC approved a second rule, which
establishes, per the Reform Act, a two-year interim rule for the
payment o f dividends from the D eposit Insurance Fund, the
fund created on March 31, 2006, through the merger o f the BIF
and the SAIF. The rule will sunset in two years, at which time the
FD IC anticipates approving a permanent system.

Procedural and Operational Changes (Part 327 of FDIC's
Rules and Regulations)
The Reform Act has removed longstanding restraints on the de
posit insurance assessment system and granted the FD IC discre
tion to revamp and improve the manner in which assessments are
determined and collected from insured depository institutions. A
third proposed rule would implement several improvements.
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Other Related Rules
On July 25, 2006, the FD IC issued for comment three proposed
rules related to deposit insurance and assessments. The first pro
posed rule would create a new system for risk-based assessments.
The second proposed rule would set the designated reserve ratio
(DRR) at 1.25 percent. The third proposed rule would govern
the penalties for failure to pay assessments. The Federal Deposit
Insurance Reform Act o f 2005 requires the FD IC to prescribe
final regulations by November 5, 2006. Comments on the first
two proposed rules were due by September 22, 2006; comments
on the third rule were due by September 18, 2006 (www.fdic.gov/
news/news/financial/2006/index.html).

Internal Control Update12
Enterprise Risk Management
Internal control rules and related guidance are constantly being
developed for management and their auditors. In 1992, the
Committee o f Sponsoring Organizations o f the Treadway Com 
mission (CO SO ) issued Internal Control—Integrated Framework
to help companies assess and improve their internal control sys
tems. The AICPA is a member o f C O SO , a voluntary privatesector organization dedicated to improving the quality o f financial
reporting through business ethics, effective internal controls and
corporate governance. Financial institutions have used C O SO as
the framework for implementing the Federal Deposit Insurance
Corporation Improvement Act o f 1991. More recently, passage of
the Sarbanes-Oxley Act o f 2002 and the subsequent establish
ment o f the PCAOB have extended the life and relevance o f the
C O SO Internal Control—Integrated Framework, as the frame
work broadly serves as the accepted method for management for
maintaining systems o f internal control.
In 2004, C O SO issued Enterprise Risk Management—Integrated
Framework. This framework expands on internal control, providing
a more comprehensive focus on the broader subject of enterprise
12. For AICPA developments, see the sections o f this Alert titled “Auditing PipelineNonpublic” and “FDICIA Update— What’s New (or Not) for 2006?”
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risk management. While it does not replace the internal control
framework (though it does encompass it), organizations can use this
enterprise risk management framework both to satisfy their internal
control needs and to move toward a more complete risk manage
ment process. Among other aspects, the auditor needs to be familiar
with the framework paradigm, which consists of four objectives—
strategic, operations, reporting, and compliance— superimposed
over eight components— internal environment, objective setting,
event identification, risk assessment, risk response, control activities,
information and communication, and monitoring.

New for 2006: Internal Control Over Financial Reporting—
Guidance for Smaller Public Companies
A Wall Street Jo u rn al review o f about 50 o f the public filings
shows that “the reported material weaknesses range from issues
that are easily correctable to large problems that may require re
stating past financial results. Many o f the problems have been re
ported by small to midsized companies. Among problems
turning up are a “lack o f specialized accounting expertise, unfet
tered employee access to some financial systems, problems identi
fying when certain assets need to be written off and difficulty in
tracking and reporting costs.” At the SE C ’s request, C O SO un
dertook a project to provide guidance on applying the C O SO
framework in the context o f the small business environment. As
stated in the C O SO framework, no two entities will, or should,
design their internal controls in the same way.
The new guidance, a supplement to C O S O 's 1992 guidance, Inter
nal Control—Integrated Framework, is titled Internal Control over
Fin an cial Reporting— Guidance fo r Sm aller Public Companies.
The guidance was released in a July 11, 2006, Webcast, and is in
tended to assist smaller public companies to implement more ef
fective internal control systems and ultimately to result in more
proficient compliance with the Section 404 internal control
13. Paragraph 25 o f AU section 319, Consideration o f Internal Control in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards
and Related Rules), requires that, in all audits, the independent accountant obtain an
understanding o f each o f the five components o f internal control (the control envi
ronment, risk assessment, control activities, information and communication, and
monitoring) sufficient to plan the audit.
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reporting requirements o f the Sarbanes-Oxley Act. The guidance
offers smaller public companies previously unavailable, but much
needed, direction about how to design and implement cost-effective
controls. The guidance illustrates internal control over financial
reporting concepts using real-world small company examples.
The guidance is available at www.cpa2biz.com/coso3. The execu
tive summary o f the guidance and FAQs are available as free
downloads at www.aicpa.org and www.coso.org. The archived
July 11, 2006, Webcast is viewable at www.iian.ibeam.com/events/
aicp0 0 1/15941, and a September 13, 2006, Webcast titled The
New COSO Report will soon be archived at www.cpa2biz.com.
The SE C and PCAO B Update
As directed by Section 404 o f the Sarbanes-Oxley Act o f 2002,
the SEC adopted final rules requiring companies subject to the
reporting requirements o f the Securities Exchange Act o f 1934,
other than registered investment companies and certain other en
tities, to include in their annual reports a report o f management
on the company’s internal control over financial reporting and an
auditor’s attestation report on internal control over financial re
porting. Effective December 27, 2005, the SE C created a new
category o f companies called “large accelerated filers,” adjusted
the definition o f “accelerated filers,” and caused accelerated filers
to become subject to certain deadlines.
Accelerated Filer

A company is now an “accelerated filer” if its aggregate
worldwide market value of voting and nonvoting common
equity held by nonaffiliates is $75 million or more but
less than $700 million and, as o f the last business day of
its most recently completed second fiscal quarter and:
• The company has been subject to the reporting
requirements o f the Securities Exchange Act o f 1934
for at least 12 calendar months.
• The company has filed at least one annual report.
• The company is not a small-business issuer (that is,
it is not eligible to use Forms 10-KSB or 10-QSB).

Large Accelerated Filer A company is a “large accelerated filer” if the company
meets the last three aforementioned requirements and has
an aggregate worldwide market value o f voting and
nonvoting common equity held by nonaffiliates o f $700
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million or more as o f the last business day of the issuer's
most recently completed second fiscal quarter.
Nonaccelerated Filer

A nonaccelerated filer does not meet aforementioned
Exchange Act Rule 12-b-2 requirements for accelerated or
large accelerated filers and is therefore not required to file
its annual and quarterly reports on an accelerated basis.

New F iler D eadlines. As o f the publication date o f this Alert,
U.S. companies that are “large accelerated filers” and “accelerated
filers,” as defined in amended Exchange Act rule 12-b-2, are re
quired to comply with internal control reporting rules for fiscal
years ending on or after November 15, 2004. Foreign private is
suers that are large accelerated filers and that file their annual re
ports on Form 20-F or 40-F must begin to comply with rules for
the first fiscal year ending on or after July 15, 2006. In general,
foreign private issuers that are accelerated filers, but not large ac
celerated filers, and that file their annual reports on Form 20-F or
40-F must begin to comply with the requirements for a manage
ment assessment o f internal control over financial reporting and
auditor attestation requirements for the first fiscal years ending
on or after July 15, 2006, and July 15, 2007, respectively (www.
sec.gov/new s/press/2006/2006-136.htm . For a discussion o f
“non accelerated filer” deadlines, see the next section, “FDICIA
Update— What’s New (or Not) for 2006?”

The PCAOB
On November 30, 2005, the PCAOB issued PCAOB Release No.
2005-023, Report on the Initial Implementation o f Auditing Stan
dard No. 2, An Audit o f Internal Control Over Financial Reporting
Performed in Conjunction With an Audit o f Financial Statements.
The report state that audits o f internal controls at American com
panies as required by the Sarbanes-Oxley Act have been too costly
and can be improved. Among many other matters, the board
report noted that both audit quality and efficiency had suffered
from the rushed nature o f some o f the audits and the fact that
both companies and auditors were approaching new issues. O n
May 17, 2006, the PCAOB announced that it intends to make
changes to Auditing Standard No. 2, An Audit o f Internal Control
Over Financial Reporting in Conjunction With an Audit o f Financial
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Statements (AICPA, PCAOB Standards and Related Rules), to im
prove its implementation. (For further discussion see the next sec
tion “FDICIA Update— What's New (or Not) for 2006?”)

The PC A O B/SEC also issued and approved PCAOB Auditing
Standard No. 4, Reporting on Whether a Previously Reported M ate
rial Weakness Continues to Exist, so auditors can report on the
elimination o f a material weakness in a company’s internal con
trol over financial reporting. The standard establishes a voluntary
engagement that would be performed at the election o f the com
pany. The standard also amends the PCAO B’s interim standards,
A T section 101.04f, Attest Engagements (PCAOB Standards and
Related Rules), to clarify that Auditing Standard No. 4 must be
used for reporting on whether a material weakness continues to
exist for any purpose other than a company‘s internal use. For
further information on public company rules and regulations see
the AICPA's SE C and PCAOB Alert— 2006/07, www.sec.gov and
www.pcaobus.org.
O C C Memorandum
An O C C October 2004 memorandum titled Sarbanes-Oxley Act
Section 4 0 4 Attestations, provides additional guidance to examin
ers reviewing banks’ compliance with section 404. Some best
practices listed include:
•

Using standardized format throughout the institution for
the process and control o f documentation.

•

Using both quantitative and qualitative factors when decid
ing what controls to document.

•

Having strong quality assurance throughout the process.

•

Having good management information systems.

•

Appropriately overlapping the section 404 attestation process
with the existing assessment process for 12 C FR 363.

•

Having proactive oversight by a committee consisting o f
both management and board representation.
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•

Establishing a centralized monitoring system for any control
gaps that are identified (similar to an audit exception track
ing system) and requiring that all remediation be completed
by year end.

The memorandum also discusses Section 404 implementation is
sues accumulated from a large bank horizontal review. Some high
lights include, but are not limited to, the underestimation o f the
time needed for Section 404 implementation, shortages with infor
mation technology expertise, a negative impact on current level o f
internal audit coverage, a timing difference between certain testing
occurring subsequent to year end and the need to have remediation
efforts completed by year end, and increased external auditor
effect, due to their compliance with the PCAOB. For the full
memorandum, go to the O C C 's Web site, at www.occ.treas.gov.

FDICIA Update— What’s New (or Not) for 2006?
For public nonaccelerated filers (those with market capitalization
less than $75 million), the SEC recenctly proposed to provide relief
for smaller registrants from the reporting requirements o f Sarbanes
Oxley section 404. The SEC's proposal would extend the date by
which nonaccelerated filers must start providing a report by man
agement assessing the effectiveness o f the company’s internal con
trol over financial reporting. The proposed compliance date for
these companies would be moved from fiscal years ending on or
after July 15, 2007, until fiscal years ending on or after December
15, 2007. In addition, the proposed date by which nonaccelerated
filers must begin to comply with the Section 404(b) requirement to
provide an auditor’s attestation report on internal control over fi
nancial reporting in their annual reports would be extended to the
first annual report for a fiscal year ending on or after December 15,
2008. The proposed extensions would result in all nonaccelerated
filers being required to complete only the management’s portion of
the internal control requirements in their first year o f compliance
with the requirements. The proposed extensions are intended to
provide cost savings and efficiency opportunities to smaller public
companies and to assist them as they prepare to comply fully with
Section 404’s reporting requirements.
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On May 17, 2006, the PCAOB announced plans to amend cer
tain aspects o f PCAOB's Auditing Standard No. 2, An Audit o f
Internal Control Over Financial Reporting in Conjunction With an
Audit o f Financial Statements (AICPA, PCAOB Standards and Re
lated Rules, A U section 320), to improve its implementation,
planned for 2006. The aforementioned filing extension will provide
these issuers and their auditors an additional year to consider, and
adapt to, the changes in A U section 320 that the PCAOB and the
SEC intend to make as well as the guidance for management the
SE C intends to issue, to improve the efficiency o f the Section
404(b) auditor attestation report process.
Until the PCAOB adopts and the SEC approves final revisions to
AU section 320, practitioners auditing issuers subject to the Act
must continue to follow the current AU section 320 in addition
to the independence rules of the SEC and PCAOB. (See the sec
tion in this Alert titled “Death and Taxes” and the SEC Web site
www.sec.gov for recent changes to the independence and tax
rules.) It is unlikely that any changes to AU section 320 would af
fect 2006 engagements, but practitioners should continue to
monitor developments.

FDICIA Amendment to Part 363
The banking regulators continue to assess the requirements for
nonpublic and nonaccelerated Federal Deposit Insurance Corpo
ration Improvement Act o f 1991 (FDICIA) filers under Part 363
o f the F D IC ’s regulations.14 Effective December 28, 2005, the
FD IC approved an amendment to Part 363, Annual Independent
Audits and Reporting Requirements, which applies to institutions
whose fiscal years end on or after September 30, 2005. The
amendment raised the asset size threshold from $500 million to
$ 1 billion for requirements related to internal control assessments
and reports by management and external auditors. In addition,
14. The regulation and guidelines implementing FD IC Improvement Act, Section 36,
are codified in Title 12 o f the Code o f Federal Regulations (CFR), Part 363. The
regulation was published in the Federal Register on June 2, 1993, and in FD IC FIL
41-93 and Office o f the Comptroller o f the Currency (O C C) Banking Bulletin
(BB) 93-45. Subsequent changes to the regulation were published in the Federal
Register on February 21, 1996, November 28, 1997, and November 28, 2005.
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the amendment provides that for institutions with from $500
million to $1 billion in assets, only a majority, rather than all, o f
the members o f the audit committee, who must be outside direc
tors, must be independent o f management. The following are the
highlights o f the amendment:
•

For institutions subject to the FD ICIA audit and reporting
requirements (covered institutions) with between $500
million and $1 billion in total assets, management is no
longer required to assess and report on the effectiveness o f
internal control over financial reporting, the external audi
tors are no longer required to examine and attest to man
agements internal control assertions, and only a majority
(instead o f all) o f the outside directors on the audit com
mittee are required to be independent o f management.

•

The amendment relieved covered institutions with total as
sets o f less than $1 billion from these requirements only for
purposes o f Part 363. These covered institutions must con
tinue to comply with the remaining provisions o f Part 363,
including the annual financial statement audit requirement.

•

The amendment does not relieve public covered institu
tions from their obligations to comply with the provisions
o f the Sarbanes-Oxley Act and the SE C 's implementing
rules on internal control assessments by management and
attestations by external auditors, and applicable audit com
mittee independence requirements.

As a result o f the F D IC ’s amendment, the FD IC IA annual re
ports that covered institutions must file with the FD IC and other
appropriate federal and state supervisory authorities must include
the following:
CoveredInstitution With CoveredInstitution With
What Must FDICIA
$500 Million - $1 Billion
$1 Billion or More
Annual Report Include:
in TotalAssets
in TotalAssets
Audited financial
statements and the
auditor's report thereon

Yes

Yes

(continued)
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CoveredInstitution With CoveredInstitution With
WhatM ustFDICIA
$500 Million - $1 Billion
$1 Billion or More
Annual Report Include:
in TotalAssets
in TotalAssets
Statement of
managements
responsibilities15

Yes

Yes

Assessment by
management and
attestation by auditor
on effectiveness of
internal control over
financial reporting

No

Yes

Management's
assessment o f
compliance with
designated safety and
soundness laws and
regulations

Yes

Yes

What's New for Nonissuers or Nonaccelerated FDICIA Filers
The banking regulators continue to assess the requirements for
nonpublic and nonaccelerated FD ICIA filers under Part 363 o f
the FDICIA. Because the forthcoming changes to AU section 320
(PCAOB Auditing Standard N o. 2) will be relevant to the revi
sion o f A T section 501, Reporting on an Entity's Internal Control
Over Financial Reporting, the AICPA's Auditing Standards Board
(ASB) decided to defer the issuance o f the revised A T section 501
until the PCAOB issues their amendments and the ASB has time
to consider them. In the interim, to avoid inconsistencies be
tween A T section 501 and SAS No. 112, Communicating Internal
Control Related Matters Identified in an Audit, which was issued in
May 2006, the following conforming changes were made to AT
section 501 to bring that standard into conformity with corre
sponding aspects o f SAS No. 112:
•

Deleting the term reportable condition and its definition.

15. The statement o f managements responsibilities must address the responsibility for
(1) preparing annual financial statements, (2) establishing and maintaining an ade
quate internal control structure over financial reporting, and (3) complying with
designated safety and soundness laws and regulations (i.e., loans to insiders and div
idend restrictions).
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•

Replacing the definition o f the term material weakness.

•

Introducing the terms control deficiency and significant defi
ciency and their related definitions.

•

Replacing the guidance on evaluating control deficiencies
with the relevant guidance from SAS No. 112.

•

Replacing the term au dit committee with the term those
charged with governance (defined in SAS N o. 103, Audit
Documentation) to describe the party to whom the practi
tioner must communicate significant deficiencies and ma
terial weaknesses.

•

Identifying areas in which a control deficiency ordinarily is
at least a significant deficiency in internal control.

•

Identifying indicators o f a control deficiency that should
be regarded as at least a significant deficiency and a strong
indicator o f a material weakness in internal control.

•

Requiring the practitioner to communicate to manage
ment and those charged with governance, in writing, sig
nificant deficiencies and material weaknesses.

To coincide with SAS No. 112's effective date, these conforming
changes are effective when the subject matter or assertion is as o f
or for a period ending on or after December 15, 2006. Early ap
plication is permitted.
The ASB conferred with the banking regulators on the decision
to temporarily “freeze” the A T section 501 project until the
PCAO B completes its revisions to A U section 320. In the in
terim, the banking regulators have indicated that they will con
tinue to apply their previous guidance to nonpublic FD IC IA
institutions and nonaccelerated public FD ICIA institutions sub
ject to the FD IC IA internal control reporting requirements.
Therefore, for fiscal 2006 internal control reports, the banking
regulators have indicated that auditors o f these FD ICIA filers are
only required to follow the existing guidance in A T section 501
including the conforming changes for SAS 112 described above
(AICPA, Professional Standards, vol. 1) until any revisions to AT
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section 501 are finalized. The FD IC has not issued any official
guidance to this effect but the F D IC ’s Financial Institution
Letter-122-2004, which outlines the requirements for nonpublic
and nonaccelerated public FD ICIA filers, is relevant. Practition
ers are urged to consult the FD IC Web site (www.fdic.gov) for
any official communication.

Additional Auditing Considerations— Nonpublic FDICIA
Filers With Assets Between $500 Million and $1 Billion
Due to the year-end 2005 amendment, some o f your clients may
no longer be requesting internal control assessments. However,
these same clients will still need to follow the other reporting re
quirements o f Part 363, including the submission o f audited fi
nancial statements. Among other matters, reduced independence
requirements regarding a minority o f outside directors on the
audit committee would need to be evaluated. The audit may need
to be restructured now that a separate attestation engagement on
internal control is not being conducted.
The auditor needs to understand the reasoning behind the
F D IC ’s decision. The F D IC took into consideration both the
safety and soundness requirements o f Congress under section 36
o f the FD ICIA when choosing to reduce the regulatory burden
on small nonpublic institutions. When the $500 million level
threshold was originally set in 1993, this level captured 75 per
cent o f the assets at insured institutions. In 2005, this same asset
level captured 90 percent o f insured institutions. By raising the
asset level to $1 billion, the FD IC chose to cover 86 percent of
insured institutions without sacrificing safety and soundness on
an industry aggregate level. However, the auditor is more con
cerned with risk on an individual client basis rather than risk at
an industry aggregate level. The decision to reduce internal con
trol work was not based upon factors such as geographic diversifi
cation or ratings. The auditor need not be lulled into a false sense
o f security surrounding these audit clients.

Additional Auditing Considerations—All FDICIA Filers
The guidelines to Part 363 o f the FD IC ’s regulations address the
qualifications o f independent public accountants engaged by
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FD ICIA filers. Regardless o f whether the filer is public or non
public, the guidelines establish uniform expectations for indepen
dent public accountants, stating that they should be “in
compliance with the AICPA’s Code o f Professional Conduct and
meet the independence requirements and interpretations o f the
SE C and its staff.” The S E C ’s independence requirements in
clude its nonaudit service prohibitions and also encompass the
independence standards and rules adopted by the PCAOB and
approved by the SEC.
On April 19, 2006, the SEC approved the PCAOB's ethics and
independence rules concerning independence, tax services, and
contingent fees. These rules have varying effective dates, most o f
which are in 2006. For example, the tax services provisions treat
registered public accounting firms as not independent o f their
audit clients if they provide tax services to certain members o f
management who serve in financial reporting oversight roles at
an audit client or to immediate family members o f such persons.
Auditors o f nonpublic FD IC IA filers should familiarize them
selves with the PCAOB's ethics and independence rules and take
appropriate action to ensure that they continue to satisfy the
FD IC 's qualifications for auditors. For additional information,
see the section “Death and Taxes.”

Accounting Pronouncement Potpourri
FSP FAS 115-1— stepping Stones for Impairment Accounting
Effective for periods beginning after December 15, 2005, FASB
Staff Position (FSP) FAS 115-1/124-1, The M ean in g o f OtherThan-Temporary Impairment and Its Application to Certain Invest
ments, nullifies impairment requirements and carries forward
disclosure requirements o f the FASB precursor issuance, EITF
Issue N o. 03-1, “The Meaning o f Other-Than-Temporary Im 
pairment and Its Application to Certain Investments.” FSP FAS
115-1 provides impairment guidance on determining (1) when
an investment is considered impaired, (2) whether that impair
ment is other than temporary, and (3) measurement and timing
o f an impairment loss.
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Additionally, the FSP provides accounting considerations subse
quent to the recognition o f an other-than-temporary impairment
and requires certain disclosures about unrealized losses that have
not been recognized as other-than-temporary impairments. The
guidance in this FSP is applicable for investments in debt and eq
uity securities that are within the scope o f FASB Statement No.
115, Accountingfor Certain Investments in Debt and Equity Securi
ties, FASB Statement No. 124, Accountingfo r Certain Investments
H eld by Not-For-Profit Organizations, and securities excluded
from those statements and not accounted for under the equity
method pursuant to APB Opinion No. 18 (that is, cost-method
investments). Additionally, the form o f the investment, not the
nature o f the securities held by the investee, determines the ac
counting. (For example, an investment in mutual fund shares is
equity, even if the mutual fund consists mostly o f debt securities.)
Finally, for an investment that requires bifurcation and separate
accounting for the host instrument and embedded derivative
under paragraph 12 o f FASB Statement No. 133, the bifurcated
host instrument is generally included in the scope o f the FSP. See
the FSP for full scope inclusions.

Stepping Stone 1: Is the Investment Impaired?
In applying the first step, an investment is impaired if the fair
value o f the investment is less than its cost. For a cost-method in
vestment for which a fair value has not been estimated, the FSP
provides impairment indicators that should be used in evaluating
whether an event or change in circumstances has occurred during
the reporting period that may have a significant adverse effect on
the fair value o f the investment. When the cost or carrying value
o f an investment is impaired (that is, fair value is less than cost),
then step two o f the FSP is applied.

Stepping Stone 2: A Requirement to Assess
Step two requires financial institution management to assess
whether the impairment is either temporary or other than tempo
rary. Other than temporary does not necessarily mean permanent.
The F S P does not provide guidance on m aking this assessment.
Instead, one must apply other guidance that is pertinent to the de
termination o f whether an impairment is other than temporary.
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For example, paragraph 16 o f FASB Statement No. 115 states that
individual securities classified as either available-for-sale or held-tomaturity must be assessed to determine whether a decline in fair
value below the amortized cost basis is other than temporary. For
example, if it is probable that the investor will be unable to collect
all amounts due according to the contractual terms o f a debt secu
rity not impaired at acquisition, an other-than-temporary impair
ment (OTTI) shall be considered to have occurred.
Another source o f guidance includes SE C Staff Accounting Bul
letin Topic 5M, Other Than Temporary Impairment o f Certain
Investments in Debt and Equity Securities. Topic 5M states that
there are numerous factors to be considered when evaluating for
O TTI. Factors include, but are not limited to, the length o f time
and extent to which the market value has been below cost and the
intent and ability o f the holder to retain its investment in the
issuer for a period o f time sufficient to allow for any anticipated
recovery in market value. Another variable is the financial condi
tion and near-term prospects o f the issuer, which includes any
specific events that may influence the operations o f the issuer
such as changes in technology that may impair the earnings
potential o f the investment or the discontinuance o f a segment
that could affect future earnings potential o f the issuer.
Other sources o f guidance include paragraph 6 o f APB Opinion
No. 18, The Equity Method o f Accountingfor Investments in Com
mon Stock, and EITF Issue No. 99-20, “Recognition o f Interest
Income and Impairment on Purchased and Retained Beneficial
Interests in Securitized Financial Assets."16

Stepping Stone 3: Timing and Valuation of OTTIs
FSP 115-1 clarifies that when it is determined that the impair
ment is other than temporary, an impairment loss must be recog
nized in earnings equal to the entire difference between the
investment's cost and its fair value at the balance sheet date o f the
reporting period for which the assessment is made. Paragraph 16 o f
FASB Statement No. 115 states that if such a decline is judged to
16. The FASB intends to update the status section o f this EITF Issue to reflect the is
suance o f the FASB Statement No. 155, Accountingfor Certain Hybrid Financial In
struments—an amendment o f FASB Statement No. 133 and 140.
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be other than temporary, the cost basis o f the individual security
is written down to fair value as the new cost basis o f the invest
ment, with the amount o f the write-down included in earnings
(that is, accounted for as a realized loss). The new cost basis
should not be changed for subsequent recoveries in fair value. Re
lated implementation guidance exists in questions 46 through 50
o f the FASB issuance, A Guide to Implementation o f Statement 115
on Accounting for Certain Investments in Debt and Equity Securi
ties: Questions and Answers.

Stepping Stones Subsequent to Impairment
In periods subsequent to the recognition of an other-than-temporary
impairment loss for debt securities, an investor must account for the
other-than-temporarily impaired debt security as if the debt security
had been purchased on the measurement date o f the other-thantemporary impairment. That is, the discount or reduced premium
recorded for the debt security, based on the new cost basis, would be
amortized over the remaining life o f the debt security in a prospective
manner based on the amount and timing o f future estimated cash
flows.
When an investor has decided to sell an impaired available-forsale security and the investor does not expect the fair value o f the
security to fully recover prior to the expected time o f sale, the
security is deemed other-than-temporarily impaired in the period
in which the decision to sell is made. However, an investor must
recognize an impairment loss in the period the decision is made
rather than when the actual sale occurs. This incorporates the
concept from E IT F Topic D -44, Recognition o f Other-ThanTemporary Impairment upon the Planned Sale o f a Security Whose
Cost Exceeds F air Value. The aforementioned information does
not preclude impairment evaluation o f securities that are not
planned on being held to recovery. Paragraph 14 o f FSP FAS
115-1 states that, “however, an investor shall recognize an impair
ment loss when the amount is deemed other than temporary
even if the decision to sell has not been made.” For further infor
mation, see SEC topic 5M.
For post-impairment income recognition, income must be recog
nized on expected, not contractual, cash flows. Additionally, the
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FSP carries forward the disclosure requirements from EITF 03-1
regarding required disclosures in the financial statements.17 FSP
FAS 115-1 is available in full at www.fasb.org/fasb_staff_positions/
fsp_fas115-1&fas124-1.pdfv.

Accounting and Auditing Issues: Credit Impairment Versus
Interest Rate Impairment
The past year has seen a mild decrease in credit quality coupled
with a rising interest rate environment that could plateau by year
end. Determining either the separate or combined effect o f these
market forces on a potentially impaired security has created lively
discussion among financial institution management, their regula
tors, and external audit practitioners. The situation could create a
more complex auditing environment surrounding security valua
tion and potential impairment for 2006.
Additionally, as in prior years, auditing considerations can in
clude evaluation o f management’s current and former practices
regarding FASB No. 115 securities, accounting practice consis
tency among periods, and rationale for any practice changes in
the areas surrounding FSP 115-1. The issue o f tainting could
occur under certain circumstances; for example, a pattern o f sell
ing securities that were intended to hold until recovery, or sales
occurring soon after intent to hold decisions.
Documentation continues to be paramount in regards to these is
sues. The ASB has issued SAS No.
Audit Documentation. SAS
103 supersedes AU section 339, Audit Documentation, (AICPA,
Professional Standards, vol. 1) and amends AU section 530, “Dating
o f the Independent Auditor’s Report,” o f SAS 1, Codification o f
Auditing Standards and Procedures, (AICPA, Professional Standards,
vol. 1). SAS No. 103 is effective for audits o f financial statements
for periods ending on or after December 15, 2006, with earlier ap
plication permitted. For public issuers, A U section 339, A udit
17. Note that the FASB has issued a proposed standard, the F air Value Option for Finan
cial Assets and Financial Liabilities—Including an amendment o f FASB Statement No.
115, which is expected to be finalized in the first quarter o f 2007. Among other
matters, the standard would require that securities reported at fair value in accor
dance with FASB Statement No. 115 satisfy the specific financial statement presen
tation requirements. Reader should remain alert to a final pronouncement.
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Documentation (AICPA, PCAOB Standards and Related Rules), is
relevant. Unsubstantiated changes in management practice need
to be carefully questioned for appropriateness under the afore
mentioned GAAP literature listed in this section.

Pension Tension
In September 2006, the FASB issued Statement No. 158, Employ
ers Accountingfor Defined Benefit Pension and Other Postretirement
Plans-—an amendment o f FASB Statements No. 87, 88, 106, and
132(R). The Statement requires a calendar year-end company that
sponsors a postretirement benefit plan to fully recognize, as an asset
or liability, the over-funded or under-funded status o f its benefit
plan in its 2006 year-end balance sheet. The Statement is designed
to resolve an important deficiency in current GAAP accounting;
changes in a plans assets and its benefit obligation are not currently
recognized as they occur. Current GAAP records this information
in the footnotes rather than being recognized in the financial state
ments. Additionally, the Statement requires recognition, as a com
ponent o f other comprehensive income (net o f tax), gains or losses
and prior service costs or credits that arise during the period that
are not captured in net periodic benefit cost. The Statement also re
quires (with limited exceptions) balance sheet date measurement o f
assets and obligations, and additional disclosures.

Effective Dates
For recognition o f an asset or liability related to the funded status
o f a plan, the effective dates are for fiscal years ending after De
cember 15, 2006, and June 15, 2007, for issuers and nonissuers,
respectively. However, a nonissuer is required to disclose certain
information in the notes to financial statements for a fiscal year
ending after December 15, 2006, but before June 16, 2007, un
less it has applied the recognition provisions o f this Statement in
preparing those financial statements. See www.fasb.org for fur
ther transition information.
For the standard's requirements surrounding the change in the mea
surement date, the effective date is for fiscal years ending after
December 15, 2008, for both issuers and nonissuers. The Statement
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does not address the measurement and recognition issues related to
changes in the fair value of plan assets and benefit obligations. These
issues are relegated to a forthcoming phase II project.
Some Specific Questions
•

Has the client recognized the funded status o f a benefit
plan— measured as the difference between the fair value o f
plan assets and the benefit obligation— in its statement o f
financial position?

•

Has the client aggregated the statuses o f all overfunded plans
and recognized that amount as an asset in its statement o f
financial position? Has the client aggregated the statuses of
all underfunded plans and recognized that amount as a lia
bility in its statement o f financial position?

•

Has the client recognized as a component o f other compre
hensive income the gains or losses and prior service costs or
credits that arose during the period but are not recognized
as components o f net periodic benefit cost o f the period
pursuant to Statements No. 87 and No. 106?

•

Has the client recognized corresponding adjustments in
other comprehensive income when the gains or losses,
prior service costs or credits, and transition assets or oblig
ations remaining from the initial application o f Statements
No. 87 and No. 106 are subsequently recognized as com
ponents o f net periodic benefit cost pursuant to the recog
nition and amortization provisions o f Statements No. 87,
No. 88, and No. 106?

These requirements add tensions to pensions as they may intro
duce high volatility into equity, as other comprehensive income is
credited or debited for both a cumulative balance from prior
years (and each future year’s change, as it occurs). These equity ef
fects could have consequences on the calculation o f regulatory
capital, especially Tier 1 capital requirements.
Additionally, has the client applied the provisions o f FASB
Statement No. 109, Accounting fo r Income Taxes, to determine
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the applicable income tax effects o f the aforementioned items? As
a result o f applying the Statement, entities may need to record ad
ditional deferred tax assets or liabilities. The realizability o f any
incremental deferred tax assets will need to be assessed to deter
mine the need for a valuation allowance.

Planning for Measurement Date Changes
Auditors will have to plan for companies currently using an actu
arial report that does not coincide with their fiscal year end.
FASB Statement No. 158 states that the amounts should be based
on year-end numbers as the standard eliminates the ability to use
a measurement date up to 90 days before year end. As a result, au
ditors may wish to discuss with management the timing o f man
agement’s plans for developing key assumptions and obtaining
the actuarial valuation.
Auditors can also evaluate the income statement effects from
moving a measurement date from “within 90 days” at the balance
sheet date measurement. (This effect is shown as an adjustment
to beginning retained earnings when the change is made.)

The Pension Protection Act of 2006
On August 17, 2006, the Pension Protection Act o f 2006 was
signed into law (Public Law No. 109-280). This pension reform
bill requires institutions to fully fund their pensions in seven
years. The legislation allows employers to provide their employees
with access to qualified investment advisers, mandates that new
employees be enrolled automatically in their companies’ 401(k)
(or similar) plans unless they opt out, enable workers to continue
to save $15,000 annually and $5,000 in IRAs, allow existing
corporate-owned life insurance policies to be grandfathered, and
continue to permit Section 1035 C O LI exchanges.
The recording o f deficits for pension and other retiree benefit
plans could cause some companies’ net worth to be out o f com
pliance with loan covenants. The result may require some com
mercial loan customers and their financial institutions to
renegotiate covenants in debt agreements.
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Under the Microscope— Changes to FASB Statement No. 140
Effective for fiscal years starting subsequent to September 15,
2006, with early application permitted in certain cases, FASB
Statement No. 140 has been amended by two new FASB State
ments, FASB Statement No. 155, Accounting for Certain Hybrid
Financial Instruments, and FASB Statement No. 156, Accounting
fo r Servicing o f Financial Assets. Another exposure draft, Account
ing fo r Transfers o f Financial Assets, will also affect FASB State
ment N o. 140 and is expected to be issued in 2007. For
additional information see the section “Accounting Pipeline—
Proposed FASB Statement, Accounting fo r Transfers o f Financial
Assets.”
FASB Statement No. 155 amends FASB Statement No. 133,
Accounting fo r Derivative Instruments and Hedging Activities, to
permit fair value remeasurement for any hybrid financial instru
ment that contains an embedded derivative that otherwise would
require bifurcation and clarifies which interest-only strips and
principal-only strips are not subject to FASB Statement No. 133
requirements. Consequently, the Statement resolves issues sur
rounding FASB Statement No. 133’s implementation Issue No.
D 1, “Application o f Statement 133 to Beneficial Interests in
Securitized Financial Assets,” and amends Statement No. 140 in
the process.
The Old 140

FASB No. 155 Influence

Paragraphs 35(c)(2) and 40

Amended by Paragraphs 4 and 5 of 155

Background. DIG Implementation
Topic D 1 allowed a temporary
exemption for derivative accounting
for beneficial interests in QSPEs and
stated, “Holders of beneficial interests
in securitized financial assets that are
not subject to paragraph l4 or
paragraph 362 o f Statement 140 are
not required to apply Statement 133
to those beneficial interests until
further guidance is issued.”

FASB No. 155
Amendments to FASB No. 133.
• Amends paragraph 14 to eliminate
the temporary exemption for interests
in securitized financial assets provided
by DIG D 1. (Prospective application
required: D 1 guidance remains
effective for instruments recognized
prior to the effective date o f No. 155.)
• Amends paragraph 14 to require
interest holders to evaluate whether
instruments are freestanding
(continued)
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The O ld 140

FASB No. 155 Influence
derivatives or a hybrid financial
instrument subject to No. 133
bifurcation requirements.
• Amends paragraph 14 to clarify that
concentrations of credit risk in the
form of subordination are not
embedded derivatives. This is
important because if redistributed
credit risk constituted an embedded
derivative, many securitizations
would have been affected.

140 Prohibition. The old 140
prohibited a QSPE from holding a
derivative financial instrument that
pertained to a derivative beneficial
interest (or a beneficial interest that
included an embedded derivative).
Why? Before the prohibition, the
D 1 temporary exemption discussed
above allowed entities to circumvent
derivative accounting by transferring
derivatives or hybrids into QSPEs.

Amendment to No. 140. Amends
paragraphs 35 and 40 of FASB No. 140
to eliminate the prohibition. Since the
D 1 temporary exemption was eliminated,
the prohibition is no longer necessary
since each interest holder needs to
evaluate whether instruments are
freestanding derivatives or a hybrid
financial instrument subject to No. 133
bifurcation requirements. Evaluation of
all potential derivative instruments
categories in securitizations is now
captured. Because securitizations
provide many ways to redistribute to
investors the cash flows of the underlying
assets, the potential exists for many
securitization interests to be hybrid
financial instruments.
FASB Statement No. 133 contains an
impracticability exception, which
Statement No. 155 retained. (If an entity
is unable to reliably identify and measure
an embedded derivative that must be
bifurcated, then the entire contract must
be measured at fair value with changes in
fair value recognized in earnings. As this
exception has been used rarely, it may
now be used more frequently due to the
complexity o f instruments that will no
longer receive the temporary exemption
under D 1.)

FASB Statement No. 156 also amends FASB Statement No. 140,
with respect to the accounting for the servicing o f financial assets.
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FASB Statement No. 156 requires an entity to recognize a servic
ing asset or servicing liability each time it undertakes an obligation
to service a financial asset by entering into a servicing contract.
The standard also requires that all separately recognized servicing
rights be initially measured at fair value, if practicable. For each
class o f separately recognized servicing assets and liabilities, the
guidance permits an entity to choose either o f the following subse
quent measurement methods: (1) the amortization o f servicing as
sets or liabilities in proportion to and over the period o f estimated
net servicing income or net servicing loss or (2) the reporting o f
servicing assets or liabilities at fair value at each reporting date and
reporting changes in fair value in earnings in the period in which
the changes occur. The guidance also requires additional disclo
sures for all separately recognized servicing rights.
Concepts surrounding FASB Statement N o. 156 changes to
FASB Statement No. 140 are summarized below. N ot all changes
are included. For complete guidance, refer to the standard.
The Old 140
Paragraph 10 States, “Upon Completion
o f any Transfer (Including Sales)”
Continue to carry in the statement of
financial position any retained interest
in the transferred asset, including
servicing assets, beneficial interests in
assets transferred to a QSPE in a
securitization, and retained undivided
interests.
Allocate the previous carrying amount
between the assets sold, if any, and the
retained interests, if any, based on their
relative f a ir values at the date o f transfer.

FASB No. 156 Influence
Amended by Paragraph 4(c) of FASB 156
Initially recognize and measure at f a ir
value, if practicable servicing assets and
servicing liabilities that require
recognition under the provisions of
paragraph 13.

Allocate the previous carrying amount
between the assets sold, if any, and the
interests that continue to be held by the
tran feror, if any, based on their relative
fair values at the date o f transfer.
Continue to carry in the statement of
financial position any interest it
continues to hold in the transferred
assets, including, if applicable, beneficial
interests in assets transferred to a
QSPE in a secu ritization and any
u n d ivid ed interests.
(continued)
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The Old 140

FASB No. 156 Influence

Paragraphs 11 and 56, Sales (Other
paragraphs are involved as well.)

Amended by Paragraph 4(d) and 4(j) of
FASB 156

Describes sale treatment. Derecognize
all assets sold and recognized all assets
obtained and liabilities incurred.

Adds servicing assets to the definition of
proceeds. The proceeds from a sale
include servicing rights (SRs). Therefore,
the gain or loss on sale is altered by the
value o f the SR. and depends in part on
both (a) the previous carrying amount of
the financial assets involved in the transfer,
allocated between the assets sold and the
retained interests that continue to be
held by the transferor based on their
relative fair value at the date o f transfer,
and (b) the proceeds received.

SRs are recorded at allocated carrying
amounts and treated as retained
interests in transferred assets; hence
the term retained interest is used.

The phrase “interests that continue to be
held by the transferor” has replaced the
term retained interest throughout
Statement No. 140. Statement No. 156
requires SRs to be initially recorded at
fair value and treated as sale proceeds, if
applicable, not as retained interests.

Paragraph 13, Recognition and
Measurement for Obligations
Undertaken

Amended by Paragraph 4(e) and 4(f) of
FASB 156

F o r transfers/sales, recognize servicing

F or a ll situations. Always initially value

rights unless the assets were
transferred to a QSPE in a guaranteed
mortgage securitization, and all
resulting securities are retained and
classified as held to maturity debt
under FASB Statement No. 115. To
recognize servicing rights, use the
relative allocation method at the date
o f obligation and amortize using the
amortization method only.

servicing rights at fair value, if practicable.
This includes all transfers (accounted for
as sales), transfers of financial assets to
QSPE in a guaranteed mortgage
securitization in which the transferor
retains all securities and classified them
as available for sale or trading; or
purchases/assumptions (transactions that
do not relate to financial assets o f the
servicer or its consolidated affiliates).

F or purchases!assum ptions, the servicing

Paragraph 13 is also amended to discuss
the new choice o f two methods for
subsequent valuation, the fair value
method, and the former amortization
method.

right should be initially measured at
fair value, presumptively at the price
paid and then subsequently value the
right using amortization method only.
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FASB No. 156 Influence

The Old 140
Paragraph 17,
Overview o f Disclosures
(Description not inclusive)

Amended by Paragraph 4(h) o f FASB
Statement No. 156
Overview (Description not inclusive)

1. Collateral disclosures
2. For SR under amortization
method (only method allowed)
• Disclose SR recognized and
subsequently amortized (only
method allowed).
• Disclose FV of recognized SRs
and FV methodology.
• Disclose valuation allowance
activity.
• Disclose risk characteristics o f
the underlying financial assets
used to stratify SRs for purposes
of measuring impairment.

1. Collateral disclosures are unchanged.
2. For SR under amortization method,
similar disclosures to column one.
(However, note that disclosures
surrounding the activity for each class
and respective location o f income
statement changes, as well as
valuation techniques, are now
required.)
3. New for SR under FV method.
• Activity for each class and where
the changes are reported in the
income statement.
• Description of valuation techniques
or other methods used to estimate
FV o f each class.
• FV for each class at beginning and
end for each class measured under
the amortization method.
4. New for both methods.
• Management's basis for determining
its classes o f servicing assets/
liabilities (relates to the choice of
2 subsequent valuation methods per
paragraph 13A).
• Amount of fees earned each period.
• Disclosure surrounding inherent
risks o f SRs and instrument used to
mitigate fair value income statement
effects.

2006 Accounting and Auditing Considerations
Some o f your clients may have elected early application o f FASB
Statements N o. 155 and 156 for 2006. More instruments will
most likely be accounted for at fair value, resulting in the applica
tion o f the risk-based capital standards under the market risk
rather than credit based rules. There is industry concern sur
rounding the implications o f these changes on capital and poten
tial inappropriate designation o f some instruments as trading.
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The agencies have asked the FASB to clarify what instruments
should be included in the trading account. This development will
impact what will be included in trading for capital purposes, al
though the capital rules may be more restrictive than the ac
counting rules. Practitioners need to keep abreast o f such
developments. Additionally, the changes in accounting practice
will increase inherent and control risks during implementation.
Although FASB Statement No. 156 simplifies the accounting for
servicing rights, mark-to-market accounting for servicing rights,
if elected, will create additional income statement volatility. The
auditor also can consider the following:
•

Has the client properly followed all rules surrounding im
plementation? (For example, early application is not al
lowed if interim reports, including call reports, were issued
prior to the implementation date. Prospective application
is required as well.)

•

Should a third-party valuation specialist be used, or was
one used?

•

Has the client measured servicing rights arising from a sale
or transfer at fair value rather than at carrying amount
allocation? W hat fair value m ethodology was used? Is
there verifiable support?

•

Which measurement methodology has your client chosen
for subsequent valuations; fair value measurement or
amortization? What is the rationale? (If a cushion exists be
tween the fair value o f the M SR asset and its carrying cost,
the servicer may be less likely to adopt the fair value mea
surement method.) Is the client's choice consistent with
other accounting policies? If not, why?

•

For the amortization method, does management periodi
cally evaluate and measure the servicing assets for impair
ment? Under the new amendment, a servicing asset's initial
fair value measurements are higher than using the alloca
tion method. Therefore, subsequent impairment measure
ments are especially important.
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•

Have the effects o f fair value measurements been properly
recorded in earnings?

•

Have any hedges been terminated due to the change in ac
counting practices? If so, has the termination been properly
accounted for?

•

Have servicing assets been treated as part o f the proceeds
to be received by the transferor, rather than as a retained
interest?

•

Have gains and losses been properly calculated in securiti
zations or transfers that qualify for sale treatment?

•

Has the client chosen the option to reclass available-forsale securities to trading for any securities identified as eco
nomic hedges o f servicing rights that a servicer elects to
subsequently measure at fair value? Are the securities
linked to the servicing rights?

•

Has the client sold off servicing rights?

•

Has the client changed impairment assessment method
ologies?

•

Has the client altered stratification policies?

•

In determining classes o f servicing assets or servicing liabil
ities, has the client based its determination on (a) availabil
ity o f market inputs used in valuation or (b) the entity’s
method for managing risk, or (c) both?

The Hybrid and Servicing Ripple Effect
In addition to the effects on FASB Statement No. 140 discussed in
the prior section, the implementation o f FASB Statements No. 155
and 156 will affect a number o f GAAP issuances, including but not
limited to D IG Issues, EITF Issues, and Technical Bulletins.
D IG Issues
FASB Statement N o. 155 amends paragraphs 14, 16, 44, and
200A-D o f FASB Statement No. 133, Accounting fo r Derivative
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Instruments and Hedging Activities. Consequently, the following
D IG issues are affected: D IG A 1, B 1, B2, B4, B5, B6, B 10, B 1 1,
B15, B17, B20, B23, B24, B29, B30, B35, B36, B37, B39, C4,
and D 1. FASB Statement No. 156 amends footnote 9 to para
graph 21 as well as paragraph 56 o f FASB Statement N o. 133.
The Statement affects D IG issues B12, B36, D l, F 1, F8, and J7.

EITF Issues
FASB Statement No. 155 affects ETIF Issues No. 85-9, 85-29,
86-15, 86-28, 9 0 - 1 9 , 96-12, 97-15 98-5, 99-20, 00-19, 03-7,
instrument C o f Issue No. 90-19, and 88-11. FASB Statement
No. 156 affects EITF Issues No. 85-13, 87-34, 88-11 (nullified),
88-22, 89-2, 90-18, 90-21, 90-2, 02-9, 02-12, Topic D-69.

Other Literature Important to Financial Institutions
FASB Statement No. 156 also amends paragraphs 9 and 10 o f
FASB Technical Bulletin No. 8 7 -3, Accountingfo r Mortgage Servic
ing Fees and Rights; paragraph 8(h) o f SOP 01-06, Accounting by
Certain entities (Including Entities With Trade Receivables) That
Lend to or Finance the Activities o f Others; the FASB Special Re
port entitled A Guide to Implementation o f Statement 140 on Ac
counting fo r Transfers an d Servicing o f Fin an cial Assets and
Extinguishments o f Liabilities— Questions and Answers— Fourth
Edition (cumulative); Special Report on Statement 140 on Account
ing fo r Transfers and Servicing o f Financial Assets and Extinguish
ments o f Liabilities Index o f A ll Q&As Affected by Statement 1 5 6 As
o f M arch 17, 2006; and sections o f the AICPA Audit and Ac
counting Guide Depository and Lending Institutions: Banks and
Savings Intuitions, Credit Unions, Finance Companies, and M ort
gage Companies.

FSP FAS 140-2, Paragraphs 40(b) and 40(c)
Paragraph 35 o f FASB Statement N o. 140 provides conditions
that must be met for a trust or other legal entity to be considered
a QSPE. One condition is that a Q SPE may hold only passive de
rivative financial instruments that pertain to beneficial interests
issued or sold to parties other than the transferor, its affiliates, or
its agents.
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Constituents have questioned whether paragraphs 40(b) and
40(c) would require a Q SP E to become disqualified if the
amount of beneficial interests held by outside parties is reduced
to less than the total notional amount o f the related derivative fi
nancial instruments because o f events that were not anticipated at
the inception o f the QSPE. Constituents have also questioned
whether purchases o f beneficial interests by the transferor, its af
filiates, or its agents in connection with treasury, market-making,
or trading activities would disqualify a qualifying QSPE.
The ESP answers these questions by concluding that paragraph
40(b) and 40(c) requirements must be met when beneficial inter
ests are initially issued by the QSPE or when a passive derivative
financial instrument needs to be replaced upon the occurrence of
a specified event outside the control o f the transferor, its affiliates,
or its agents. For additional specifics, see the FSP available at www.
fasb.org, which was effective upon issuance on November 5, 2005.

Derivatives 2006: The Green Book, Short Cuts and Road Map
to Fair Value
On June 30, 2006, the Office o f the Comptroller o f the Currency
(O CC) reported in its quarterly bank derivatives report that the
notional amount o f derivatives held by U.S. commercial banks
increased by $8.7 trillion in the first quarter o f 2006, to a record
$110.2 trillion, 9 percent higher than the previous quarter and
21 percent higher than the same quarter last year. Consistent
with previous quarters, interest rate contracts represent 84 per
cent and foreign exchange products represent 9 percent o f all
bank derivatives. Credit derivatives, the fastest growing compo
nent o f the derivatives market, stand at $5.5 trillion, an increase
o f 77 percent from the first quarter o f 2005. Implementation is
sues concerning FASB Statement No.
Accountingfor Deriva
tive Instruments an d Hedging Activities, continue to cause
financial institutions and their auditors headaches.
The Green Book
Due to the volume o f amendments to FASB literature and the cur
rent active marketplace, the FASB has published a single document
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containing all changes made to the February 10, 2004, edition o f
the Green Book, Accountingfor Derivative Instruments and Hedging
Activities, as o f July 10, 2006. Included among the changes to that
volume, which compiles information concerning FASB Statement
No. 133, are amendments to FASB Statement No. 133 subsequent
to the issuance of the February 10, 2004 edition. Also included are
newly issued cleared D IG issues or revised cleared D IG issues
posted subsequent to the issuance o f the February 10, 2004, edi
tion. Implementation issues subsequent to this publication can be
found on FASB's Web site at www.fasb.org. Additionally, for a
complete discussion o f derivatives, readers may wish to refer to the
AICPA Audit and Accounting Guide Auditing Derivative Instru
ments, Hedging Activities, and Investments in Securities.
Taking a Short C u t18
Recent SE C and industry scrutiny has given rise to problems
with previous application o f the short-cut method o f accounting.
The short-cut method assumes complete hedge effectiveness at
inception and throughout the hedge without the need to period
ically document the effectiveness o f the hedge throughout its life.
For one to use the short cut method, all the requirements o f para
graph 68 o f FASB Statement No. 133 must be met. The FASB
has implemented a project to provide clarifying guidance regard
ing the shortcut method. There are several practice issues that
have recently emerged relating to the interpretation o f certain
provisions o f paragraph 68 o f FASB Statement No. 133 that need
clarification. The issues primarily relate to the appropriateness o f
using the shortcut method when (1) the hedging item has a fair
value that is not equal to its par value at the inception o f the
18. Issuers and their auditors should be aware that the SEC recently communicated an
affirmation to several registrants in a series o f 2006 comment letter decisions, and in
a recently affirmed final appeal process by the SEC's Office of the Chief Accountant.
The SEC noted that Statement No. 133 prohibits the use o f paragraph 68 short cut
method for all fair value hedges of fixed-rate trust preferred securities, as well as cash
flow hedges o f the variable cash flows associated with variable-rate trust preferred se
curities, whenever the issuer has the ability to defer interest payments at their elec
tion. The SE C also believes that replicating the interest deferral feature in the
hedging instrument (the interest rate swap) would not allow the short cut method to
be used either, because paragraph 68(e) would still have to be involved, www.sec.gov
and www.ey.com.
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hedging relationship and (2) the hedged item is subject to princi
pal pay-downs prior to maturity.
This project will not be completed prior to fiscal year end 2006.
Therefore, as in the past, auditors need to continue to ensure
proper classification o f derivatives and hedging activities to avoid
potential client restatements. A U section 332, Auditing Deriva
tive Instruments, Hedging Activities, and Investments in Securities
(AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards
and Related Rules), provides guidance to auditors in planning and
performing auditing procedures for assertions about derivative
instruments and hedging activities as well as for investments in
debt and equity securities as defined in FASB Statement No. 115
and investments accounted for under APB Opinion No. 18. Ad
ditionally, the companion Audit Guide Auditing Derivative In
struments, Hedging Activities, and Investments in Securities
provides practical guidance for implementing AU section 332.
Road M ap to Fair Value
In September 2006 the FASB issued FASB Statement No. 157,
F air Value Measurements, which establishes a framework for
measuring fair value that applies broadly to financial and nonfi
nancial assets and liabilities and improves the consistency, com
parability, and reliability o f the measurements. The Statement
codifies and simplifies existing guidance for developing measure
ments and improves disclosures about the measurements.19 The
standard clarifies the principle that fair value should be based on
the assumptions market participants would use when pricing the
asset or liability. In support o f this principle, the standard estab
lishes a fair value hierarchy that prioritizes the information used
to develop those assumptions. The fair value hierarchy gives the
highest priority to quoted prices in active markets and the lowest
priority to unobservable data, for example, the reporting entity’s
own data. Under the standard, fair value measurements would be
separately disclosed by level within the fair value hierarchy.

19. For additional information on the FASB's Derivative Disclosure project, see the sec
tion “Accounting Pipeline— FASB Project on Derivative Disclosures.”
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A single definition o f fair value, together with a framework for
measuring fair value, will create increased consistency and com
parability in fair value measurements. The expanded disclosures
about the use o f fair value to measure assets and liabilities will
provide users o f financial statements with better information
about the extent to which fair value is used to measure recognized
assets and liabilities, the inputs used to develop the measure
ments, and the effect o f certain o f the measurements on earnings
(or changes in net assets) for the period.
The guidance in FASB Statement No. 157 also applies to deriva
tives and other financial instruments measured at fair value under
FASB Statement No. 133 at initial recognition and in all subse
quent periods. Therefore, this Statement nullifies the guidance in
footnote 3 o f EITF Issue No. 02-3, “Issues Involved in Account
ing for Derivative Contracts Held for Trading Purposes and Con
tracts Involved in Energy Trading and Risk M anagement
Activities.” This Statement also amends FASB Statement No. 133
to remove the similar guidance to that in Issue 02-3, which was
added by FASB Statement No. 155, Accounting fo r Certain Hy
brid Financial Instruments. Note that the Statement affects enti
ties accounting and reporting for derivative loan commitments
since institutions must also consider such guidance in developing
fair value estimate methodologies for derivative loan commit
ments and forward loan sales commitments as well as measuring
and recognizing such derivatives.
The project also considered the draft FSP FAS 133-a, Accounting
fo r Unrealized Gains (Losses) Relating to Derivative Instruments
Measured at Fair Value under Statement 133. FASB Statement No.
157 is effective for financial statements issued for fiscal years be
ginning after November 15, 2007, and interim periods within
those fiscal years. Earlier application is encouraged, provided that
the reporting entity has not yet issued financial statements for
that fiscal year, including financial statements for an interim pe
riod within that fiscal year. For additional information, see the
FASB Web site at www.fasb.org.
Among other matters, the financial institution auditor needs
to note that this Statement eliminates the recording o f block
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discounts for securities. The auditor can refer to AU section 328,
Auditing Fair Value Measurements and Disclosures (AICPA, Profes
sional Standards, vol. 1; PCAOB Standards and Related Rules),
which establishes standards and provides guidance on auditing
fair value measurements and disclosures contained in financial
statements. For additional guidance, refer to AICPA Interpreta
tion No. 1 in A U section 9328, “Auditing Interests in Trusts Held
by a Third-Party Trustee and Reported at Fair Value,” and Inter
pretation No. 1 in A U section 9332, “Auditing Investments in
Securities Where a Readily Determinable Fair Value Does N ot
E x i s t . "20Additionally, the AICPA issued a Practice Aid titled Al
ternative Investments Audit Considerations—A Practice A id for Au
ditors at http:// W W W .aicpa.org/download/members/div/auditstd/
Alternative_Investments_Practice_Aid.pdf.

AICPA SOP 03-3 Technical Practice Aids
Since the issuance o f SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer, a number o f practice and
operational issues have arisen. The AICPA has issued a series o f
Technical Practice Aids, TPAs 2130.09 through .37 (AICPA,
Technical Practice Aids, vol. 1), to assist with implementation is
sues. The TPAs address questions on scope, nonaccrual loans, loss
accrual and valuation allowances, income recognition, restruc
tured or refinanced loans, variable rate loans, and aggregation. It
is important that management and the auditors for companies
subject to SO P 03-3 review this nonauthoritative guidance to
evaluate potential practice issues. The guidance is available at www.
aicpa.org/download/acctstd/TPA_03-3.pdf

Lease Accounting— AICPA TPAs and the New FASB Project
The AICPA has issued a series o f TPAs on lease accounting, TPA
section 500.07-17 (AICPA, Technical Practice Aids, vol. 1), located
at www.aicpa.org/ download/ acctstd/LEASE_TPAs_5600.07.pdf

20. These interpretations were issued in 2005, subsequent to PCAO B adoption o f
AICPA standards as interim, on April 16, 2003.
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The nonauthoritative guidance further clarifies accounting that is
already required under GAAP. Areas covered include lease term,
rental expense and revenue, leasehold improvements, and land
lord incentives. Discussed in last year’s Alert, the FASB released
two related authoritative pronouncements, EITF Issue No. 05-6,
“Determining the Amortization Period for Leasehold Improve
ments,” and FSP FAS 13-1, Accounting for Rental Costs Incurred
During a Construction Period, in response to SE C issues on lease
accounting. The practitioner can also refer to Special Report on
Statement 140 on Accounting for Transfers and Servicing o f Finan
cial Assets an d Extinguishments o f Liabilities Index o f A ll Q&As
Affected by Statement 156 As o f March 17, 2006. Additionally, in
July 2006, the FASB added a project to its agenda; the objective is
to reconsider the guidance in FASB Statement No. 13, Accounting
for Leases, together with its subsequent amendments and interpre
tations in order to ensure that investors and other users o f finan
cial statements are provided useful, transparent, and complete
information about leasing transactions in the financial statements.

Credit Loss Allowance Update
Turbulence in ALLL Land
Public portions o f audit inspection reports released in the past six
months by the PCAOB have created more than the usual drama
surrounding the auditing o f the allowance for loan and lease
losses (ALLL) In these reports, the PCAOB criticized some CPA
firms for ALLL audit deficiencies. The deficiencies focused on
the auditing o f qualitative factors affecting the allowance, rather
than on historical loss experience arising from loan charge-offs.
Some observations included, but were not limited to, the follow
ing areas:
•

Lack o f sufficient work paper evidence surrounding loan
loss factors used to determine the allowance.

•

Lack o f audit testing linkage to loan loss factors used.

•

Lack o f necessary independent appraisal o f the allowance.

•

Too much reliance on prior year testing.
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•

Backup for developing a separate estimate.

•

Problems with allowance calculation testing.

•

Controls over historical data.

•

Testing o f reserve calculations.

•

Too much reliance on “high level” procedures for support.

•

Inappropriate ratings o f control risk and inherent risk for
various reasons.

•

Lack o f reasonableness testing o f allowance assumptions
and related audit firm calculations.

Over the past couple o f years, the financial institution regulators
have been working on a revision o f their 1993 policy statement
on the ALLL. The revised policy will apply to credit unions as
well as to banks and savings associations; incorporate FASB State
ment No. 114, Accounting by Creditors o f Impairment o f a Loan;
and eliminate benchmarks that were previously included in the
policy statement. The revised policy is expected to be issued in
the fourth quarter o f 2006.

Current Guidance
The SEC and federal banking agencies issued separate, but almost
identical, policy statements in July 2001 on allowance documen
tation and methodology. The N C U A issued a similar policy in
May 2002. The guidance states that financial institutions must
maintain a systematic and consistent process for estimating the al
lowance and the process must be supported by written documen
tation. On March 1, 2004, the federal financial regulatory
agencies released guidance on ALLL. This guidance, Update on Ac
countingfor Loan and Lease Losses, addressed recent developments
in the accounting for the ALLL, provided a listing o f current, au
thoritative sources o f GAAP in this area, and reminded financial
institutions o f their responsibilities with respect to the ALLL.
Financial institutions are reminded of their responsibility for en
suring that controls are in place to consistently determine the
ALLL in accordance with GAAP, the institution's stated policies
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and procedures, and relevant supervisory guidance. Financial in
stitutions should develop, maintain, and document a comprehen
sive and consistently applied process to determine the amounts of
the ALLL and provisions for loan and lease losses. Consistent
with long-standing supervisory guidance, financial institutions
must maintain an ALLL at a level that is appropriate to absorb es
timated credit losses inherent in the loan and lease portfolio.
Arriving at such an allowance involves a high degree of manage
ment judgement and results in a range of estimated losses. Accord
ingly, prudent, conservative, but not excessive, loan loss allow
ances that represent management's best estimate from within an
acceptable range of estimated losses are appropriate.

Other Accounting Matters
Under existing authoritative literature, portions o f loan loss al
lowances that are not supported by appropriate analysis are not
permitted. Specifically, the FASB guidance in EITF Topic D-80,
“Application o f FASB Statements No. 5 and No. 114 to a Loan
Portfolio,” states:
Losses should not be recognized before it is probable that they
have been incurred, even though it may be probable based on past
experience that losses will be incurred in the future. It is inappro
priate to consider possible or expected future trends that may
lead to additional losses. GAAP does not permit the establishment
of allowances that are not supported by appropriate analyses. The
approach for determination of the allowance should be well docu
mented and applied consistently from period to period.

In particular, institutions should be focused on directional consis
tency, which means that a creditor should not increase (or not de
crease) the allowance for loan losses in good economic times to
provide for losses expected to occur in the future. The result o f
applying GAAP appropriately is (generally) increased volatility in
loan loss allowances by requiring that allowances fluctuate with
the credit environment.
When evaluating the adequacy o f loan loss allowances, auditors
should consider the matters discussed and determine whether
there is a heightened level o f audit risk. If so, it may be necessary
to alter the nature, timing, and extent o f audit procedures. The

68

evaluation o f loss allowances can be a complicated process, and
the following specific literature will aid you in the accounting and
auditing process. A U section 342, Auditing Accounting Estimates
(AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards
and Related Rules), provides guidance on auditing estimates.
Loan and lease loss auditing has always been a high risk area for
financial institution auditors. A major issue is the timing o f credit
loss recognition. An understated ALLL results in overstated current
earnings, and an overstated ALLL results in understated current
earnings. In part because o f the imprecise methods used to evaluate
ALLL adequacy, empirical evidence suggests that financial institu
tions may build excess ALLL reserves during periods o f strong earn
ings, despite a comparatively low volume o f loan losses, effectively
building a “nest egg” for future periods. Likewise, during periods
o f depressed earnings—which are often contributed to by increasing
loan losses— financial institutions may dip into the previously estab
lished “reserves” to minimize the impact on current earnings. The
SEC has said that a creditor should not increase the allowance for
loan losses in good economic times to provide for losses expected to
be incurred in the future (that is, earnings management).
Part o f the reason for this situation is the difficulty that exists in
pinpointing the moment when a loss is incurred. Numerous factors
need to be considered when evaluating the adequacy o f the ALLL.
Historical charge-off rates (one o f the primary components for
evaluating impairment for loans collectively evaluated in accor
dance with FASB Statement No. 5), may be more or less predictive
depending on any changes in economic conditions, any changes in
a financial institutions lending behavior (types o f products offered
and types o f customers sought), and any changes in competitive
pressures related to gaining or maintaining market share, to name
just a few o f the environmental factors affecting the collectibility o f
loans.

Some 2006 Climate Audit Risks
In addition to the auditing issues discussed in the prior section,
below are some factors for auditors to consider when auditing the
ALLL.
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Even though credit quality remained relatively strong
throughout all sectors during the first half o f 2006, many
believe that a decline is on the horizon. Due to the high
credit quality o f the past few years coupled with recent
scrutiny surrounding liberal ALLL estimates, further eco
nomic slowdown could at some point cause ALLL deficiencies.
To obtain high returns in a flat yield curve environment,
some institutions have high concentrations o f noncon
forming or alternative products (including subprime
loans); risky products increase credit risk.
The date to recast loan amortization for nontraditional
products issued a few years ago is fast approaching. The re
calculations coupled with increased interest rates could put
borrowers at risk for default.
The current high concentrations o f commercial real estate
loans at some institutions may have corresponded to re
duced underwriting standards and low rates for risky bor
rowers in response to competitive market forces.
Many insurance companies finally got around to paying
for hurricane losses in the second quarter. Payoffs may
have caused a onetime increase in cash inflow and a de
crease in outstanding loans, perhaps hiding the start o f
credit quality problems at some institutions. For additional
hurricane effects on loan losses, see the section “Stormy
Weather— Lingering Effects.”
The overabundance o f variable rate receivables surround
ing mortgages and home equity lines o f credit coupled
with the rising interest rate environment has put many
borrowers under pressure and institutions may be exposed
to greater credit risk.
Historically, did an institutions initial underwriting stan
dards take a rising interest rate environment into account? If
credit was extended to marginal borrowers who met only the
threshold debt service coverage ratios, those borrowers may
now be unable to pay rising interest costs. The auditor can
note increased nonperforming asset levels and any related
losses.
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•

For credit card receivables, credit risk typically represents a
greater risk than does interest rate risk due to the variable rate
and short-term nature o f cards. With increased competition,
issuers may have increased their marketing to customers with
little or no credit or to subprime borrowers.21

•

More than one in three banks increased their minimum re
quired payment on credit card balances in the past year in
the wake o f regulatory guidance, according to a Federal
Reserve Board survey. Over the past year, cash-strapped
borrowers may have been using savings to make up the dif
ference between lower and higher payments; defaults may
start to occur due to reduced consumer resources.

•

The Bankruptcy Abuse Prevention and Consumer protec
tion Act became effective October 17, 2005. Carryover ef
fects into fiscal year 2006 could include the absorption o f
excess losses from delayed settlements as well as skewed set
tlement and charge-off ratios as more consumers may have
chosen to file bankruptcy rather than renegotiate terms
with lenders. Is the allowance adequate to cover probable
and estimable losses on both delinquent and nondelin
quent loans?

•

See additional A LLL risks in the sections “Commercial
Real Estate Lending” and “Slow M otion Mortgages and
Nontraditional Products.”

Current Loan Guidance as of Mid-200622
Current practice for the measurement o f the allowance for loan
losses available to institutions includes the following:
•

FASB Statements No. 5, Accounting fo r Contingencies, and
No. 114, Accounting by Creditors fo r Impairment o f a Loan,

21. In 2005, the O C C issued an alert on Unacceptable Credit Card Marketing and Ac
count Management Practices (www.occ.treas.gov).
22. The AICPA’s Accounting Standards Executive Committee (AcSEC) has been work
ing on a disclosure project surrounding the allowance for loan and lease losses,
which dealt with new disclosures for industry practice. The project has been put on
hold until the FASB staff prepares an analysis for the FASB board to consider a po
tential agenda project Practitioners should remain alert to future developments.
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as amended by FASB Statement No. 118, Accounting by
Creditors fo r Im pairm ent o f a Loan— Income Recognition
and Disclosures
EITF Topic D-80, “Application o f FASB Statements No. 5
and No. 114 to a Loan Portfolio” (May, 1999)
FASB Interpretation N o. 14, Reasonable Estim ation o f
the Amount o f a Loss (an Interpretation o f FASB Statement
No. 5)
SEC SAB No. 102, Selected Loan Loss Allowance Methodol
ogy and Documentation Issues, and SEC Financial Report
ing Release (FRR) No. 28, Accounting fo r Loan Losses by
Registrants Engaged in Lending Activities
FFIEC Joint Interagency Policy Statement
Allowance
fo r Loan Loss and Lease Losses (ALLL) Methodologies and
Documentation fo r Banks and Savings Institutions— 2001,
issued by the federal banking regulators
N C U A Interpretive Ruling and Policy Statement 02-3,
Allowance for Loan and Lease Losses— 2002
Joint Interagency Policy Statement on the allowance for loan
and lease losses, issued by the federal banking regulators on
December 21, 1993 (A rewrite is currently underway.)
SOP 94-6, Disclosure o f Certain Significant Risks and Un
certainties
FSP SO P 94-6-1, Terms o f Loan Products That M ay Give
Rise to a Concentration o f Credit Risk
SOP 01-6, Accounting by Certain Entities (Including Enti
ties With Trade Receivables) That Lend to or Finance the Ac
tivities o f Others
Credit Card Lending Interagency Guidance: Account Manage
ment and Loss Allowance Guidance (IssuedJanuary 8, 2003)

Interagency Update on Accounting fo r Loan and Lease
Losses—2 0 0 4
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•

Overdraft Protection Programs Interagency Guidance (Issued
February 18, 2005)

•

AICPA Audit and Accounting Guide Audits o f Depository
and Lending Institutions; Banks and Savings Institutions,
Credit Unions, Finance Companies and Mortgage Companies
(as o f May 1 2006)

•

Home Equity Lending Credit Risk M gmt (Issued May 24,
2005, Addendum Issued September 29, 2006)

•

Classification o f Commercial Credit Exposures Interagency
Proposal (Issued March 28, 2005; comment period closed
June 30, 2005)

•

Interagency Guidance on Nontraditional Mortgage Product
Risks, (September 29, 2006)

Accounting for Courtesy Pay Programs
In a rising interest rate environment, deposits (liabilities) reprice
more quickly than lending assets. In 2006, some banks have
started charging more for checking and deposit services after
years o f cutting such fees in order to make up for the flattened
yield curve’s margin squeeze. More fees are coming from bounced
checks and other overdrawn account practices. Financial institu
tions have been adding courtesy pay programs (or overdraft: pro
tection programs) to their widely expanding menu o f services.
Courtesy pay programs provide for the institution to honor over
drawn drafts o f customers that have prequalified for the program.
A fee is charged on a per-item basis, and the customer must make
a deposit to the account within a specified period o f time to cover
the overdraft. These programs have provided significant new
sources o f fee income for financial institutions, and at the same
time have provided a valuable service to the customer.
However, institutions do incur frequent losses on individual ac
counts where the customer refuses or is unable to clear the over
drawn account balance. Also, fees that are initially recognized as
income and added to the customer’s account balance (overdrawn
amount is increased) often prove uncollectible, and are subsequently
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written off. The following are some accounting issues related to
courtesy pay programs that need to be addressed.

How Should Losses Be “Accrued” and Classified for
These Programs?
The financial institution has provided a credit-related feature to
the customer (essentially an unsecured loan); any losses incurred
as a result o f honoring checks on overdrawn accounts can be con
sidered analogous to “loan” losses. The institution must analyze
the amount o f probable losses that will result from honoring
overdrawn accounts, and accrue for the probable loss in accor
dance with applicable accounting standards, including FASB
Statement No. 5, Accountingfor Contingencies.
As a practical expedient, the overdrawn balances could be
thought o f as another segment o f the financial institutions loan
portfolio with historical loss ratios analyzed for impairment in a
manner similar to other loan segments. Consideration can be
given to establishing a separate allowance account for these items
to provide a distinct audit trail. Additionally, are the overdrawn
negative balance accounts material enough to be reclassified? An
other consideration is the type o f contingent liability required to
be discussed in the footnotes. Factors influencing disclosure in
clude how the courtesy pay program is structured and what con
tracting assessment exists with the user.

How Should the Fees Previously Recorded for the Overdrawn
Account Be Written Off?
Basic accounting standards require that fees only be recognized
through earnings if there is a probability that the fee will be col
lectible. Further, when previously recognized current year fees prove
to be uncollectible, the amounts to be written off should be charged
to fee income, and not to loan-related losses. Charging the entire
balance to the allowance account instead o f reversing fee income
could result in the overstatement o f both income and expense.
It may be difficult for institutions handling large volumes o f
courtesy pay write-offs to separately account for the reversal o f
fees to income versus charging o ff the overdrawn check to an
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allowance account. Therefore, the following approach can be
considered as an alternative:
•

Analyze the ratio o f overdrawn account balances to deter
mine the ratio o f overdraft fees to the total overdrawn ac
count balance. For example, you might find that on
average, 50 percent o f the overdrawn balance comprises
fees charged and added to the account.

•

When accounts are charged off, charge the appropriate per
centage as determined above to fee income, and the remain
ing balance to the previously established allowance account.

•

Note that the amount o f losses being incurred on these
programs is being reported to the board o f directors on a
regular basis.

The analysis o f overdrawn fees needs to be updated on a regular
basis, at least annually. Additionally, courtesy pay programs or
“overdraft protection” is a growing area o f compliance. On Febru
ary 18, 2005, the FRB, FD IC , O C C , and N C U A issued joint
guidance on overdraft protection programs. The O T S issued its
own independent final overdraft protection guidance on February
14, 2005, which is substantially the same. The guidance details
safety and soundness considerations, outlines federal regulations
as they pertain to these programs, and lists a variety o f industry
best practices (www.fdic.gov). Additionally, on May 19, 2005, the
board o f governors o f the Federal Reserve System passed a final
rule amending regulation D D and the Official Staff Interpreta
tions, which is designed to improve the uniformity and adequacy
o f information to consumers about certain services provided by
banks to their deposit customers (www.federalreserve.gov).

Death and Taxes
Benjamin Franklin said that nothing is certain in life but death
and taxes. These two certainties create issues that can arise for fi
nancial institution management and the auditor. Standard-setting
bodies and regulatory agencies have issued guidance to assist prac
titioners when working with ambiguities.
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BO LI & C O LI
M any companies use various types o f deferred compensation
arrangements to supplement their executive compensation pro
grams. Some companies purchase life insurance for various rea
sons including, but not limited to, protecting the institution
against the loss o f key employees, informally funding deferred
compensation and postretirement benefit obligations, and pro
viding investment returns. Life insurance policies owned by a
company are often obtained as an investment at the same time
that the deferred compensation commitments to executives are
made. (Note that the purposes for which banks and savings asso
ciations may purchase life insurance tend to be more limited than
for other companies.)
Institutions may have incorrectly accounted for their obligations
under a type o f deferred compensation agreement commonly re
ferred to as a revenue neutral plan or an indexed retirement plan.
The benefits payable under these plans generally are based on the
performance o f bank-owned life insurance policies on these em
ployees. Important accounting considerations related to these
plans and programs are often complex and not fully understood
prior to implementation. The basic accounting principle is that
deferred compensation arrangements and purchases o f life insur
ance should be accounted for separately and not as a combined
arrangement— even if the contract itself is combined. These com
plex accounting issues need to be explored when considering in
vestments in such programs. Issues can include valuation for
corporate (or bank) owned life insurance (CO LI or BOLI), use o f
the proper discount rate to compute the deferred compensation
liability, which is largely driven by the particular arrangement,
and risk management processes.

FASB Technical Bulletin 85-4, Accounting for Purchases of

Life Insurance
This technical bulletin discusses the accounting for C O L I or
BO LL C O LI or BO LI is a general term that can include many
forms o f life insurance products. However, BOLI is most commonly
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used to describe whole-life insurance policies in which the insti
tution makes a sizable up-front investment in insurance. Individ
ual life insurance policies are underwritten on an employee. The
gross return on the asset, also referred to as the cash surrender
value, is used to fund the periodic mortality cost o f the insurance
with the net change in cash surrender value reported as income or
expense. The assets are required to be carried at their cash surren
der value or the amount that can be currently realized, with
changes in cash surrender value reported in earnings.

FASB EITF Issue No. 06-5, “Determining the Amount That Could Be
Realized in Accordance with FASB Technical Bulletin No. 85-4”
FASB EITF Issue No. 06-5, “Accounting for Purchases o f Life
Insurance— Determining the Amount That Could Be Realized in
Accordance with FASB Technical Bulletin No. 85-4, Accounting
for Purchases o f Life Insurance,” concluded on three issues. First,
when determining the amount that can be realized in an insur
ance contract, the policyholder should consider any additional
amounts, beyond the cash surrender value, included in the con
tractual terms o f the policy. Second, the amount that can be real
ized under the insurance contract should be determined based on
the assumed surrender value at the individual policy or certificate
level, unless all policies (or certificates) are required to be surren
dered as a group. (Any amounts that are recoverable by the poli
cyholder at the discretion o f the insurance company should be
excluded from the amount that could be realized.) Third, in mea
suring the cash surrender value, the task force concluded when it
is appropriate to discount the cash surrender value. This EITF
issue is effective for fiscal years beginning after December 15,
2006. For additional information, visit the FASB Web site at
www.fasb.org.

FASB EITF Issue No. 06-4 on Split-Dollar Life Insurance
FASB EITF Issue No. 06-4, “Accounting for the Deferred Com
pensation and Postretirement Benefit Aspects o f Split-Dollar Life
Insurance Arrangements,” addresses how an employer should ac
count for the deferred compensation or post-retirement benefit
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aspects of split-dollar life insurance arrangements. This EITF pertains
to entities with endorsement split-dollar life insurance arrange
ments that provide the employee with a specified benefit that is
not limited to the employee s active service period (that is, it ex
tends into post retirement). The structure o f a split-dollar life in
surance arrangement can be complex and varied. In a typical
endorsement split-dollar arrangement, the employer owns the pol
icy and all rights o f ownership including the right to terminate the
policy at any time. As a benefit o f employment, the institution
endorses over to the employee (the employee designates a benefi
ciary) a portion o f the specified benefit.
The EITF concluded that the specified benefit associated with
the endorsement split-dollar life insurance arrangement has not
been settled upon entering into such an arrangement and as a re
sult, the employer should recognize a liability for future benefits
based on the substantive agreement with the employee. (There
fore, the use o f an investment product to fund a deferred com
pensation arrangement does not prevent the need to accrue the
obligation presented by the deferred compensation arrangement;
note that a liability for the benefit obligation has not been settled
through the purchase o f an endorsement type policy.) The effec
tive date is for fiscal years beginning after December 15, 2007.
See www.fasb.org for other specifics.

Interagency Information— Deferred Compensation and
Life Insurance
Advisory on Accounting for Deferred Compensation
Agreements and Bank-Owned Life Insurance
This February 2004 advisory discusses the appropriate accounting
and reporting for deferred compensation agreements, many o f
which are linked to investments in BOLL The agencies believe the
guidance in the advisory on the appropriate accounting for deferred
compensation agreements and BOLI is consistent with GAAP

Interagency Statement on the Purchase and Risk Management
o f Life Insurance
This life insurance guidance, issued in December 2004, states that
banks and savings associations should have a comprehensive risk
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management process for purchasing and holding BO LI and that
the safe and sound use o f BOLI depends on effective senior man
agement and board oversight. The interagency statement also dis
cusses the purposes for which institutions may acquire life
insurance.

PCAOB Ethics and Independence Rules Concerning Independence,
Tax Services, and Contingent Fees
The PCAOB released these rules on July 26, 2005; the rules were
approved by the SEC (effective) on April 19, 2006. (Note that
these rules are applicable for auditors o f FD ICIA filers.) Release
N o. 2005-014 treats a registered firm as not independent o f a
public company audit client if the firm, or an affiliate o f the firm,
provided any service or product to an audit client for a contin
gent fee or a commission, or received from an audit client, di
rectly or indirectly, a contingent fee or commission. The rules
also treat such a firm as not independent if the firm, or an affili
ate o f the firm, provided assistance in planning, or provided tax
advice on, certain types o f potentially abusive tax transactions to
an audit client or provided any tax services to certain persons em
ployed by an audit client. Further, the rules require registered
public accounting firms to provide certain information to audit
committees in connection with seeking preapproval to provide
nonprohibited tax services. On March 28, 2006, the PCAOB is
sued PCAOB Release No. 2006-001, Implementation Schedulefor
Certain Ethics and Independence Rules Concerning Independence,
Tax Services and Contingent Fees, to address implementation dates
o f the prior release. This rule was issued for comment by the
SEC. Comments are due by May 25, 2006. Practitioners should
keep abreast o f developments at www.pcaobus.org.

Uncertain Tax Positions
Effective for fiscal years beginning after December 15, 2006, the
FASB issued FASB Interpretation No. 48, Accounting for Uncer
tainty in Income Taxes— an Interpretation o f FA SB Statem ent
No. 109. FIN No. 48 prescribes a recognition threshold and mea
surement attribute for the financial statement recognition and
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measurement o f a tax position taken or expected to be taken in a
tax return. The standard also provides guidance on derecogni
tion, classification, interest and penalties, accounting in interim
periods, disclosure, and transition.
FIN No. 48 was issued to reduce the significant diversity in prac
tice. A company’s tax positions can change over time from a myr
iad o f variables, for example, IRS developments, state taxing
authorities, and/or tax court cases. Companies were recording
uncertainties in different ways. Some companies had been assess
ing a position being supported under a tax audit, some had also
included the probability o f an audit, and some companies simply
recorded tax assets and liabilities based on what was filed on their
returns. Additionally, some companies recorded tax reserves for
contingent tax liabilities.
The scope o f FIN No. 48 applies to all tax positions accounted
for under FASB Statement No. 109, Accountingfor Income Taxes.
The interpretation assumes that a company cannot factor in the
probability o f being audited. Therefore, for purposes o f deter
mining the likelihood o f being sustained, the taxpayer has to pre
sume the position will be examined by taxing authorities.
Consequently, the tax benefit o f a position that would not be sus
tained under audit cannot be recorded.
Prior to FIN No. 48, management’s common approach was to
create an inventory o f uncertain tax positions and evaluate them
under FASB Statement No. 5, Accounting fo r Contingencies. Be
cause FIN No. 48 now provides guidance, FASB No. 5 no longer
applies to uncertain tax positions. H owever, for clarification, FIN
No. 48 does not in any way alter the requirement in FASB State
ment No. 109 to assess the need for a valuation allowance for de
ferred tax assets.
Only tax positions that meet the more likely than not recognition
threshold, as defined, at the effective date may be recognized or
continue to be recognized upon adoption o f FIN No. 48. The cu
mulative effect o f applying FIN No. 48 for the first time is reported
as an adjustment to the opening balance o f retained earnings for
that fiscal year, presented separately. Earlier application o f the
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provisions o f FIN No. 48 is encouraged if the enterprise has not
yet issued financial statements, including interim financial state
ments, in the period adopted.

Credit Union Spotlight
Supervisory Committee Audits
The N C U A issued an advance notice o f proposed rulemaking
(ANPR), Supervisory Committee Audits. The A N P R was posted in
the Federal Register on February 23, 2006 (vol. 71, no. 36) and
the comment period closed April 24, 2006. The release seeks
comment on whether and how to modify its Supervisory Com 
mittee audit rules to require credit unions to obtain an “attesta
tion on internal controls” in connection with their annual audits,
to identify and impose assessment and attestation standards for
such engagements, to impose minimum qualifications for Super
visory Committee members, and to identify and impose a stan
dard for the independence required o f state-licensed, compensated
auditors. For the internal control over financial reporting engage
ments, the release presumes no asset threshold but refers to the
F D IC ’s existing requirements under FD ICIA . Practitioners
should remain alert to new developments.

Indirect Subprime Automobile Lending
In September 2004, the N C U A issued a letter to credit unions dis
cussing three potential high risk activities: subprime, indirect, and
outsourced lending. While business advantages can be gained by
engaging in these activities, the activities can expose an institution
to a range o f risks, including credit, interest rate, liquidity transac
tion, and compliance, strategic, and reputation, which may com
promise safety and soundness. In June 2005, the N C U A issued a
risk alert titled Specialized Lending Activities— Third Party Sub
prime Indirect Lending and Participations (www.ncua.gov/letters/
RiskAlert/2005/05-RISK-01.pdf). The Alert advises credit unions
o f the risks associated with similar outsourced subprime lending
programs offered through various credit union vendors. The
issuance describes the heightened risks surrounding specialized
lending and outlines minimum due diligence requirements and
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emphasizes areas o f concern, including due diligence and control
measures surrounding subprime lending, impact on net worth,
underwriting criteria, and loan servicing. In August 2005, N C U A
examiners visited the majority o f credit unions participating in
outsourced subprime programs, and in most cases issued Docu
ment o f Resolution (D O R ) reports, which resulted in credit
unions ceasing, at least temporarily, their funding o f additional
subprime loans.
Effective July 28, 2006, the N C U A issued a final rule to regulate
purchases by federally insured credit unions o f indirect vehicle
loans serviced by third parties. The rule limits the aggregate
amount o f these loans serviced by any single third party to a per
centage o f the credit unions net worth. The rule ensures that fed
erally insured credit unions do not undertake undue risk with
these purchases. The regulation limits a credit unions portfolio o f
such loans to 50 percent o f the credit union’s net worth for the
first 30 months o f such a program. Thereafter, the limit would be
raised to 100 percent o f net worth. The final rule includes an ad
ditional exemption for certain credit union service organization
(CUSO ) servicers and excludes loans in which the servicer and its
affiliates were not involved in the origination process from the
concentration limits. These changes, while not affecting the rule’s
substantive and procedural rationales, are beneficial to credit
unions by narrowing the rule’s scope and impact. The final rule
also includes a 45-day time period for a regional director to act on
waiver requests and provides for an appeal to the N C U A board.

An Area o f Concern
One specialized area o f concern is automobile lending. The
N C U A noted that credit unions may have entered into indirect
subprime loan programs without adequately understanding the
risks involved in such programs, and without having performed
initial and ongoing due diligence procedures.
Such risks include, but are not limited to, the following:
•

Payments from dealers

•

First payment defaults
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•

Liberal use o f deferments and due date extensions

•

Timely repossession and sale o f vehicles

•

Lack o f independence over credit decision issues

•

Lack o f initial and ongoing analysis o f product profitability

•

Failure to perform static pool analysis to determine loan
losses and prepayment assumptions

•

Inadequate profit margins to justify the higher degree o f
credit risk in subprime portfolios

•

Capability o f third party to perform comprehensive servic
ing o f this portfolio

•

Adequacy o f contractual backup arrangements for servicing

•

Financial capability o f third-party insurance providers

•

Accuracy o f delinquency aging metrics

•

Regulatory compliance, privacy compliance

Some Audit and Accounting Issues
The following issues surrounding subprime indirect lending pro
grams may require attention:
•

If there are up-front costs incurred as part o f the loan pro
gram, are such costs being deferred and amortized in ac
cordance with FASB Statement No. 91?

•

Are such indirect subprime loans being properly evaluated
for allowance for loan loss purposes?

•

Do participation interests sold in such loans meet the crite
ria for sales treatment as per FASB Statement No. 140?

•

Is each component o f the cash flow being grossed up to
reflect the true nature o f the contractual arrangement?
For example, are loan losses being netted against incoming
cash payments remitted by third party trust companies?
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The Credit Union Service Organization Audit Requirement
Effective October 21, 2005, the N C U A amended its rule con
cerning credit union service organizations to provide that a
wholly owned C U SO need not obtain its own annual financial
statement audit from a CPA if it is included in the annual consol
idated audit o f the federal credit union (ECU) that is its parent.
The amendment to 12 C FR Part 712 reduces regulatory burden
and conforms the regulation with agency practice, which since
1997 has been to view credit unions with wholly owned C U SO
subsidiaries in compliance with the rule, if the parent EC U has
obtained an annual financial statement audit on a consolidated
basis. The rule recognizes that, where a C U SO is controlled by an
EC U by virtue o f its ownership o f 100 percent o f its voting
shares, GAAP calls for the preparation o f financial statements o f
both the EC U and the C U SO (if it is an owner) on a consoli
dated basis (www.ncua.gov).

Net Worth Amendment for Credit Unions Act
Credit unions and mutual thrifts will be affected by the FASB
business combination projects. FASB Statement No. 141, Business
Combinations, requires that all business com binations be ac
counted for using the purchase method. While FASB Statement
No. 141 is applicable to business combinations o f mutual enter
prises (which includes mutually owned thrifts and credit unions),
the effective date was deferred for those enterprises until interpre
tative guidance is issued. In these combinations, the initial mea
surement o f fair value o f consideration paid is problematic
because generally only member interests are exchanged in such
transactions and no observable and measurable exchange price is
available (that is, little or no cash or other assets are paid or liabil
ities are incurred by the acquiring mutual enterprise).
In its new projects, the FASB has tentatively concluded that in
accounting for the acquisition o f a mutual enterprise, the fair
value o f the acquired mutual enterprise should be reported by the
acquirer as a direct addition to an equity or capital account (not
retained earnings) and labeled as equity or capital arising from
the acquisition o f a mutual enterprise. To determine goodwill,
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the FASB has tentatively concluded that the fair value o f the
whole enterprise should be used to determine goodwill. Practi
tioners should remain alert for the issuance o f these Statements.
Until such time, generally APB Opinion No. 16, Business Combi
nations, should be followed by mutual enterprises.
The new standard will eliminate the pooling method for credit
unions and will require that the retained earnings component o f
one credit union be carried over as acquired equity, a term not
currently recognized by the Federal Credit Union Act since the
new component is neither retained earnings nor other compre
hensive income. Upon consideration o f this issue, Congress be
lieves that the fair value o f an acquired mutual enterprise should
be included in the acquiring enterprise’s regulatory capital to
avoid having an adverse effect on measurements such as the net
worth ratio. (Mergers between credit unions would be discour
aged.) Therefore, the new proposed law in Congress, the Net
Worth Amendment for Credit Unions Act, would change the
Act’s definition o f net worth to include premerger retained earn
ings. Practitioners should keep abreast o f developments.

Fraud and Illegal Acts
U.S. Money Laundering Threat Assessment
Money laundering is the funneling o f cash or other funds gener
ated from illegal activities through legitimate businesses to conceal
the initial source o f the funds. Money laundering is a global activ
ity and, like the illegal activities that give it sustenance, it seldom
respects local, national, or international jurisdictions. The Finan
cial Crimes Enforcement Network (FinCEN) is the policy-making
and law enforcement agency within the U.S. Department o f the
Treasury that supports law enforcement investigative efforts and
fosters interagency and global cooperation against domestic and
international financial crimes. For more information on rules and
regulations see www.fincen.gov. The Department o f the Treasury’s
Office o f Foreign Assets Control (OFAC) administers national in
terdiction and sanction programs against specified countries and
specific persons who are classified as “specially designated nationals”
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(SDNs), who may include known international terrorists and nar
cotics traffickers. Financial transactions with these regimes, enti
ties, and individuals may be prohibited or restricted by federal law.
Information concerning OFAC rules, lists o f prohibited entities,
and general O FAC information can be obtained on the OFAC
Web site at www.ustreas.gov/ofac.
On January 11, 2006, the first U.S. government-wide analysis o f
money laundering, “U.S. Money Laundering Threat Assessment”
(MLTA), published by the Treasury Department, was released.
The report is the product o f an interagency working group o f 16
federal agencies, bureaus, and offices. The purpose o f the MLTA
is to help policy makers, regulators, and the law-enforcement
community better understand the landscape o f money launder
ing in the United States and to support strategic planning efforts
to combat that activity.
The MLTA offers analyses o f money laundering methods, rang
ing from well-established techniques for integrating “dirty
money” into the financial system to modern innovations that ex
ploit global payment networks as well as the Internet. Each chap
ter o f the MLTA profiles the characteristics o f a specific method
o f money laundering, outlines the current legal and regulatory
landscape, and presents known patterns o f abuse, geographical
concentrations, and case studies. The MLTA is a tool for examin
ers and the banking industry to assist in the prevention o f money
laundering. It is available at www.treas.gov/offices/enforcement/
pdf/mlta.pdf.

PATRIOT Act Update
The Uniting and Strengthening America by Providing Appropriate
Tools Required to Intercept and Obstruct Terrorism Act (USA
PATRIOT Act) was passed to strengthen our nations ability to
com bat terrorism and prevent and detect money laundering
activities in all financial in stitution s. In M arch 2 0 0 6 , the
PATRIOT Act was renewed, making permanent several sunset
ting provisions, extending two provisions until 2009, and incor
porating a number o f new rights protection. Money laundering
provisions o f the Act described here were made permanent.
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Broad authority to develop anti-money regulations applicable to
each o f the various segments o f the financial services industry was
delegated to the Treasury Department. The following sections o f
the Act directly relate to financial institution practices.
•

Section 312 requires U.S. financial institutions to establish
due-diligence policies, procedures, and controls reasonably
designed to detect and report money laundering through
correspondent accounts o f foreign banks and private bank
ing accounts o f non-U.S. citizens. On January 4, 2006, Fin
C EN issued a final regulation implementing Section 312 o f
the USA PATRIOT Act. The final rule took effect on Feb
ruary 3, 2006, and superseded the interim final rule issued
on July 23, 2002. On March 30, 2006, FinCEN extended
the applicability date required by the January 4, 2006, final
rule from April 4, 2006, to July 5, 2006, for new accounts
opened by U.S. financial institutions. The effective date for
existing accounts to comply with the January 4, 2006, final
rule remains October 2, 2006. Highlights o f the final rule
include, among other matters, a requirement for U.S. finan
cial institutions to apply due diligence to correspondent ac
counts maintained for certain foreign financial institutions
and private banking accounts maintained for foreign indi
viduals. The rule also establishes scope requirements.

•

Sections 313(a) and 319(b) o f the Act add sections 103.177
and 103.185 to the Bank Secrecy Act (BSA) regulations and
are intended to prevent money laundering and terrorist fi
nancing through correspondent accounts maintained by
U.S. financial institutions on behalf o f foreign banks.

•

Section 314 o f the Act adds sections 103.100 and 103.110
to the BSA regulations, which establish procedures that en
courage information sharing between governmental au
thorities and financial institutions, and among financial
institutions themselves.

•

Section 326 requires the Secretary o f the Treasury to
jointly prescribe with each o f the Agencies, the SEC, and
the Commodity Futures Trading Commission (CFTC), a
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regulation that, at a minimum, requires financial institu
tions to (1) implement reasonable procedures to verify the
identity o f any person seeking to open an account, to the
extent reasonable and practicable, (2) maintain records o f
the information used to verify the persons identity, and (3)
determine whether the person appears on any lists o f
known or suspected terrorists or terrorist organizations
provided to the financial institution by any government
agency. This final “know your customer” regulation applies
to banks, savings associations, credit unions, private banks,
and trust companies.
•

Section 326 also contains procedures for examining each
domestic and foreign banking organizations customer
identification program (CIP). The procedures are designed
to help financial institutions fully implement the new CIP
requirements and facilitate a consistent supervisory ap
proach among the federal financial institutions regulatory
agencies. O n April 28, 2005, the agencies issued Inter
agency Interpretive Guidance on Customer Identification Pro
gram Requirements. This Q & A was issued to provide
interpretive guidance with respect to the CIP rule.

Revised Bank Secrecy Act/Anti-Money Laundering
Examination Manual
On July 28, 2006, the FFIEC and related agencies23 released the
revised Bank Secrecy Act/Anti-Money Laundering (BSA/AML)
Examination Manual (manual). The manual emphasizes a bank
ing organization’s responsibility to establish and implement riskbased policies, procedures, and processes to comply with the BSA
and safeguard its operations from money laundering and terrorist
financing. The revised manual reflects the ongoing commitment
to provide current and consistent guidance on risk-based policies,
procedures, and processes for banking organizations to comply
23. The FDIC, FRB, NCUA, O CC , and O TS revised the manual in collaboration with
FinCEN, the delegated administrator o f the Bank Secrecy Act (BSA). The Confer
ence o f State Bank Supervisors served in a consultative role. The Office o f Foreign
Assets Control (OFAC) collaborated on the revisions made to the section that ad
dresses compliance with regulations enforced by the OFAC.
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with the BSA and safeguard operations from money laundering
and terrorist financing. The manual has been updated to further
clarify supervisory expectations and incorporate regulatory
changes since the manuals 2005 release. Revisions to the 2006
version are noted in the table o f contents. The revisions also draw
upon feedback from the banking industry and examination staff.
The manual is located on the FFIE C BSA /A M L InfoBase at
www.ffiec.gov/bsa_aml_infobase/default.htm. Questions about
the manual should be directed to the respective regulator.

Hurricane Fraud Guidance
On February 14, 2006, FinC EN issued guidance to assist with
benefit related fraud related to hurricanes. The Hurricane Katrina
Fraud Task Force, as part o f the Department of Justice, has been
vigorously prosecuting fraud cases related to the hurricanes. The
task force has also identified possible signs o f fraudulent activity
to assist financial institutions in identifying hurricane-related
benefit fraud. Potentially fraudulent activity may include deposit
ing multiple emergency assistance checks, cashing o f multiple
emergency assistance checks by the same individual, depositing
one or more emergency assistance checks when the account
holder is a retail business and the payee/endorser is an individual
other than the account holder, and opening a new account with
an emergency assistance check, where the name o f the potential
account holder is different from that o f the depositor o f the check.
FinCEN also requests the use o f key terms in the narrative por
tion o f all Suspicious Activity Reports filed in connection with
hurricane-related benefit fraud. Examples include “Katrina,”
“Rita,” “Wilma,” “FEM A,” “Red Cross,” or “hurricane.”
Capturing consumer-related fraud is outside the scope o f a finan
cial institution external audit. However, the auditor can still observe
if management responds appropriately to hurricane-related inter
nal control regulatory developments. A U section 319, Considera
tion o f Internal Control in a Financial Statement A udit (AICPA
Professional Standards, vol. 1; AICPA, PCAOB Standards and Re
lated Rules), provides guidance on the independent accountant’s
consideration o f an institution’s internal control in an audit o f
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financial statements. AU section 316, Consideration o f Fraud in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1;
AICPA, PCAOB Standards and Related Rules), is the primary source
o f authoritative guidance about an auditor's responsibilities con
cerning the consideration o f fraud in a financial statement audit.

Regulatory Highlights
Interagency Advisory— External Audit Engagement Letters
The FFIEC has issued Interagency Advisory on the Unsafe and Un
sound Use o f Limitation o f Liability Provisions in ExternalAudit En
gagement Letters. The advisory, finalized in 2006, informs financial
institutions’ boards o f directors, audit committees, and manage
ment that they should not enter into agreements that incorporate
unsafe and unsound external auditor limitation o f liability provi
sions with respect to engagements for financial statement audits,
audits o f internal control over financial reporting, and attestations
on management’s assessment o f internal control over financial re
porting. Generally, this includes provisions that (1) indemnify the
external auditor against claims made by third parties (including
punitive damages), (2) hold harmless or release the external audi
tor from liability for claims or potential claims that might be as
serted by the client financial institution, or (3) limit the remedies
available to the client financial institution.
The advisory does not treat provisions that waive the right o f fi
nancial institutions to seek punitive damages against their external
auditors as unsafe and unsound. The advisory is effective for en
gagement letters executed on or after February 9, 2006, and does
not apply to previously executed engagement letters. Nevertheless,
the agencies encourage any financial institution subject to a multi
year audit engagement letter containing unsafe and unsound lim
itation o f liability provisions to seek to amend its engagement
letter to be consistent with the advisory for periods ending in
2007 or later. This advisory applies to all financial institutions, re
gardless o f size, whether or not the financial institution is a public
company, or whether the external audit is required or voluntary.
The limitation o f liability provisions cited in the advisory may be
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inconsistent with the auditor independence standards o f the SEC,
the PCAOB, and the AICPA. For access to the advisory, visit the
respective agency Web site. For information on the SEC's codifi
cation o f Financial Reporting Policies and Frequently Asked
Questions, see www.sec.gov. For information on a proposed
AICPA interpretation, see the AICPA's Audit Risk Alert Indepen
dence and Ethics— 2006/07.

What’S New With Basel II?
The Basel Committee on Banking Supervision (BCBS) devel
oped the original international bank capital accord in 1988. Basel
supervisors recognized the improved risk management practices
o f financial institutions in today’s environment. In June 2004,
the Basel Committee finalized an accord on the framework for
measuring capital adequacy and the minimum standard to be
achieved (Basel II). This Basel II framework is based on three pil
lars: minimum capital requirements, supervisory review, and
market discipline. It requires that banks hold capital for credit
risk, market risk, and operational risk. Basel II is applicable to the
10 largest banks in the Unites States that have total assets o f $250
billion or more, or total on-balance sheet foreign exposure o f $10
billion or more. Other banks will have the options to adopt pro
visions if they meet certain standards.
The planned limited application o f Basel II in the United States
would create a bifurcated regulatory capital framework. Concerns
have been raised surrounding the potential competitive inequities
between large and small banks, because of, among other matters,
more favorable capital treatment o f mortgage and other retail
lending. Competitive advantage concerns, coupled with strong
legislative urging, prompted the agencies to create another initia
tive to release a notice o f proposed rule making in October 2005
to revise the capital framework for non-Basel II banks, or what is
commonly referred to as Basel LA.

New Basel II Proposal and Market Risk Capital Rules
On September 25, 2006, the FD IC, FRB, O C C , and O T S re
quested public comment on a notice o f proposed rulemaking that

91

would implement new risk-based capital requirements in the
United States for large, internationally active banking organiza
tions. The notice details the agencies’ plans for implementing
Basel II. The agencies also requested comment on proposed Basel
II regulatory reporting schedules.
This version differs in certain respects from the draft released by
the FRB in March 2006. For example, the agencies have re
sponded to certain requests from the industry to seek comment
on alternative risk-based capital approaches and have clarified
that in evaluating credit risk, banking organizations should not
rely on the possibility o f U.S. government financial assistance, ex
cept for the financial assistance that the government has legally
committed to provide. The final version o f the proposal should
be used as the basis for comments.
Separately, the agencies requested comment the same day on pro
posed revisions to the market risk capital rules that the O C C ,
FRB, and FD IC have used since 1997 for banking organizations
with significant exposure to market risk. (The O T S currently
does not apply a market risk capital rule to savings associations
and is proposing in this notice a market risk capital rule for sav
ings associations.) Under the market risk capital rule, certain
banking organizations are required to calculate a capital require
ment for the general market risk o f their covered positions and
the specific risk o f their covered debt and equity positions. The
proposed revisions would enhance the rule’s risk sensitivity and
would introduce requirements public disclosure o f certain quali
tative and quantitative information about the market risk o f an
institution or holding company.
The notice o f proposed rulemaking on the market risk capital
rule would implement changes the BCBS approved in 2005 and
also would apply to certain savings associations, which currently
are not covered under the rule. The agencies are also seeking
comment on a proposed regulatory reporting schedule related to
the market risk capital rule. Comments on the two capital pro
posals and the Basel II and market risk regulatory reporting
schedules must be received by January 23, 2007.
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Basel IA Proposal
Basel IA would apply to banks that do not implement Basel II
and is in substance, alterations o f the current risk based capital
standards. The proposed revisions are intended to more closely
align risk-based capital requirements with the risk inherent in
various exposures and could mitigate competitive inequalities
that may arise from Basel II. The October 20, 2005, Basel LA Ad
vance Notice o f Proposed Rulemaking proposes to add more risk
categories (commonly called buckets) based on various factors.
These factors include loan-to-value ratios and possibly other
credit assessments, such as credit scores and external ratings,
which may be relevant measures o f credit quality that can be used
to better align capital requirements with risk. The notice also re
quests comments and suggestions for possible changes to the cap
ital requirements for other retail consumer loans, commercial real
estate loans, small business loans, and commercial and industrial
loans. The agencies remain committed to issuing Basel IA in a
timeframe that will allow for overlapping comment periods for
both the Basel II proposal and the Basel LA proposed revisions.
For additional information, see the respective regulator Web site.

Employee Compensation Developments
FASB Statement No. 123(R), Share-Based Payment, issued in De
cember 2004, became effective for many companies for the first
time during 2006. For a list o f effective dates, deferral informa
tion, and related FSP issuances, see www.fasb.org. The statement
revised existing requirements under the original FASB Statement
No. 123, Accounting fo r Stock-Based Compensation, and super
seded APB Opinion No. 25, Accounting fo r Stock Issued to Em 
ployees, and its related implementation guidance.24 The Statement
establishes standards for the accounting for transactions in which
an entity exchanges its equity instruments for goods or services.
24. This includes AICPA Accounting Interpretation No. 1 o f Accounting Principles
Board (APB) Opinion No. 25; FIN No. 28, Accountingfor Stock Appreciation Rights
and Other Variable Stock Option or Award Plans; FIN No. 38, Determining the M ea
surement Date fo r Stock Option, Purchase, and Award Plans Involving Junior Stock;
and FIN No. 44, Accountingfo r Certain Transactions Involving Compensation. See the
standard for additional literature affected.
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The Statement focuses primarily on accounting for transactions
in which an entity obtains employee services in share-based pay
ment transactions.
Several companies have recently issued press releases announcing
the restatement o f their financial statements due to errors in their
accounting for grants o f stock options to employees, members of
the board o f directors, and other service providers. Many other
companies have announced that they are currently looking into
their past practices related to the granting o f stock options. The
Office o f the Chief Accountant has issued a letter to discuss certain
existing accounting guidance related to stock option grants. See
www.sec.gov/info/accountants/staffletters/fei_aicpa091906.htm.

Backdating— PCAOB Issues Audit Practice Alert Regarding
Timing and Accounting for Stock Option Grants
On July 28, 2006, the PCAOB issued Staff Audit Practice Alert
No. 1, M atters Relating to Tim ing an d Accounting fo r Options
Grants. This alert was prompted by recent reports and disclosures
about issuer practices related to the granting o f stock options, in
cluding the “backdating” o f such grants. These reports and dis
closures indicate that some issuers’ actual practices in granting
options might not have been consistent with the manner in
which these transactions were initially recorded and disclosed.
Some issuers have announced restatements o f previously issued
financial statements as a result o f these practices. In addition,
some o f these practices could result in legal and other contingen
cies that may require recognition o f additional expense or disclo
sure in financial statements.
The alert advises auditors that these practices may have implica
tions for audits o f financial statements or o f internal control over
financial reporting. The alert focuses auditors on several consid
erations related to evaluating and addressing in their audits the
risk that stock option granting practices may have led to material
misstatement o f financial statements. The alert identifies existing
standards that could bear on their work and applies them to the
issues that have been raised regarding companies’ stock option
granting practices; the alert does not establish new requirements.

94

Factors that may be relevant in assessing the risks related to these
matters include:
•

Applicable financial accounting standards

•

Consideration o f materiality

•

Possible illegal acts

The full text o f the alert can be accessed at www.pcaob.org/
News_and_Events/News/2006/07-28_Release.pdf. PCAOB Chair
man Olson also spoke on the alert in his September 6, 2006, tes
timony before the Senate Banking Committee. The text o f that
testimony can be accessed at www.pcaob.org/news_and_events/
events/2006/testimony/09-06_olson.aspx.

Fair Value— PCAOB Issues Staff Questions and Answers
About Auditing the Fair Value of Share Options Granted
to Employees
On October 17, 2006, the PCAO B issued staff guidance that
provides direction for auditing a company’s estimation o f the fair
value o f stock options granted to employees pursuant to FASB
Statement N o. 123(R). This series o f questions and answers is
limited to addressing auditing the fair value measurements associ
ated with determining compensation cost. It highlights risk fac
tors that auditors should be aware o f and addresses the auditor’s
consideration o f the process for developing a fair value estimate,
significant assumptions used in options pricing models, and the
role o f specialists in fair value measurements. The full text can be
accessed at http://www.pcaobus.org/Standards/Staff_Questions_
and_Answers/2006/Stock_Options.pdf.

Other Auditing Considerations
Financial institutions o f all sizes have issued stock options. Small
institutions have issued options to obtain skilled employees from
larger institutions. Large institutions offer stock options across
the board to numerous employees, including management.
Under old accounting rules, dilution was offset by the nonrecog
nition o f compensation expense related to the granting o f op
tions. Subsequent to the adoption o f FASB Statement N o.
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123(R), an option issuance would both reduce net income and
increase dilution, decreasing earnings per share (EPS). Manage
ment will now be concerned with this delicate balance. Ironically,
the shift: toward the new standard could cause an increase in EPS,
as the company compensates by issuing fewer options, decreasing
outstanding shares. The auditor will need to adapt audit proce
dures surrounding stock options; for many companies, stock op
tions will now be a material portion o f the financial statements
instead o f a disclosure-only item. Additionally, inherent risk will
increase surrounding any new calculation methodologies. For as
sistance with application, the auditor can refer to FASB literature
as well as to SAB No. 107, Topic 14, Share-Based Payment.25 The
aforementioned literature is also discussed in the AICPA Web
cast, FASB Stock Options: An Advanced Analysis o f Statement No.
123(R), which is available at www.cpa2biz.com.
The auditor may notice a shift toward the issuing o f restricted
stock. Financial institutions will be looking for additional meth
ods to change their compensation structures since there will now
be fewer options issued to management. The auditor can evaluate
any changes surrounding salaries and other compensation incen
tives surrounding top management and evaluate compliance with
appropriate rules and regulations.

New Disclosures
The SEC ’s Executive Compensation and Related Person Disclosure.
The SE C issued Release N o. 33-87 32A on August 29, 2006,
which adopts amendments to the disclosure requirements for ex
ecutive and director compensation, related person transactions,
director independence, and other corporate governance matters
and security ownership o f officers and directors. These amend
ments apply to disclosure in proxy and information statements,
periodic reports, current reports, and other filings under the Se
curities Exchange Act o f 1934, and to registration statements
25. Among other matters, SAB No. 107 notes that reasonable assumptions do not
imply a single conclusion or methodology, and it is rare for only one acceptable
choice to exist while estimating fair value. Additionally, estimates o f fair value are
not intended to predict actual future events, and subsequent events are not necessar
ily indicative o f the reasonableness o f original estimates (www.sec.gov).
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under the Exchange Act and the Securities Act o f 1933. The SEC
is also adopting a requirement that disclosure under the amended
items generally be provided in plain English. For more specifics,
see www.sec.gOv/rules/final/2006/33-8732A.pdf. This rule is ef
fective November 7, 2006.
Additionally, on August 29, 2006, the SEC requested additional
comment on a proposed amendment to the disclosure require
ments for executive and director compensation, which would re
quire disclosure for three additional highly compensated
employees. The full text o f the release can be viewed at www.sec.
gov/rules/proposed/2006/33-8735.pdf.

SEC Disclosure Questions and Answers on Executive Compensa
tion and Related Person Disclosure Transition. Additionally, the
SE C has published a Q & A representing the staff's views on ques
tions it has received regarding issuers’ transition to compliance
with the amendments and new rules adopted by the SEC in the
Executive Compensation and Related Person Disclosure rulemaking. The nine questions and answers cover the effective date
o f the new rules and early compliance with the new rules. The
questions and answers can be found at www.sec.gov/divisions/
corpfin/faqs/execcompqa.pdf.

The SEC’S Regulation AB
The SEC adopted new rules and forms surrounding asset-backed
securities, including mortgage-backed securities (Regulation AB).
The guidance in Regulation AB codifies requirements for registra
tion, disclosure, and reporting for all publicly registered assetbacked securities, and was generally effective beginning January 1,
2006. (See the SEC Web site for shelf registration compliance and
effective date specifics.) Among other matters, Regulation AB re
quires the issuance o f an “attestation report on assessment o f com
pliance with servicing criteria for asset-backed securities.”
Consequently, a new annual servicing assertion is required, and
registered public accounting firms will be required to express an
opinion or state that an opinion cannot be expressed concerning an
asserting party’s assessment o f compliance with servicing criteria.
The servicing criteria adopted as part of Item 1122 of Regulation
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AB, Compliance With Applicable Servicing Criteria, are consistent
with the criteria in A T sections 101 through 701 o f Statement on
Standards for Attestation Engagements (SSAE) No. 10, Attestation
Standards: Revision and Recodification (AICPA, Professional Stan
dards, vol. 1; AICPA, PCAOB Standards and Related Rules), as
amended, and the audit procedures to be performed will largely be
incremental to procedures already performed under the Mortgage
Banker's Association Uniform Single Attestation Program (USAP).
The regulation also changes the required disclosures associated
with the securities registration process and the reporting require
ments for asset backed securities, including mortgage backed se
curities. Regulation AB affects an institution from both an issuer
and investor perspective. For additional information readers may
refer to the original rule issued December 22, 2004, at www.sec.
gov/rules/final/33-8518.htm, an amendment issued November
29, 2005, at www.sec.gov/rules/final/33-8518a.pdf, and a staff
interpretation issued in the form o f a telephone interpretation on
August 7, 2006, at http://sec.gov/interps/telephone/cftelinterps_
regab.pdf.

Staff Accounting Bulletin No. 108
On September 13, 2006, the SEC released SAB No. 108, Topic
1N Considering the Effects o f Prior Year Misstatements when Quan
tifying Misstatements in Current Year Financial Statements. The is
suance provides interpretive guidance on how the effects o f the
carryover or reversal o f prior year misstatements should be con
sidered in quantifying a current year misstatement.
Two common approaches have been used to quantify such errors.
Under one approach, the error is quantified as the amount by
which the current year income statement is misstated (rollover
approach). The other common approach quantifies the error as
the cumulative amount by which the current year balance sheet is
misstated (iron curtain approach). Exclusive reliance on an in
come statement approach can result in a registrant accumulating
errors on the balance sheet that may not have been material to
any individual income statement, but which nonetheless may
misstate one or more balance sheet accounts. Similarly, exclusive
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reliance on a balance sheet approach can result in a registrant dis
regarding the effects o f errors in the current year income state
ment that result from the correction o f an error existing in
previously issued financial statements.
The SE C staff believes registrants must quantify the impact o f
correcting all misstatements, including both the carryover and re
versing effects o f prior year misstatements, on the current year
financial statements. The staff believes that this can be accom
plished by quantifying errors under both a balance sheet and an
income statement approach and by evaluating errors measured
under each approach. Thus, a registrant’s financial statements
would require adjustment when either approach results in quan
tifying a material misstatement after considering all relevant
quantitative and qualitative factors.
If, in correcting an error in the current year, an error is material to
the current year’s income statement, the prior year financial state
ments should be corrected, even though such a revision previously
was and continues to be immaterial to the prior year financial state
ments. Correcting prior year financial statements for immaterial er
rors would not require previously filed reports to be amended.
Such correction may be made the next time the registrant files the
prior year financial statements. However, registrants electing not to
restate prior periods should follow the disclosure requirements
specified in the SAB. In general, SAB No. 108 is effective for fi
nancial statements for fiscal years ending after November 1 5 , 2006,
with earlier application encouraged in any report for an interim pe
riod o f the first fiscal year ending after November 15, 2006, and
filed after the SAB’s publication date o f September 13, 2006. For
additional accounting and transition information, see the issuance
at www.sec.gov/interps/account/sab108.pdf.

The Unauthorized Remote Check—Who Bears Liability?
Effective July 1, 2006, the Board o f Governors o f the Federal Re
serve adopted a final rule amending Regulation C C to define “re
motely created checks” and to create transfer and presentment
warranties for such checks. Any financial institution that transfers
or presents a remotely created check would warrant that the check
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is authorized by the person on whose account the check is drawn.
The warranties would apply only to financial institutions and the
amendments shift: liability that occurs from fraudulent, unautho
rized, remotely created checks from the paying bank to the deposi
tory bank.26 This shift in liability applies to remotely created
checks only. The Board also adopted conforming cross-referencing
to the new warranties in Regulation J (www.federalreserve.gov).
A remotely created check is now defined by Regulation C C as a
check that is not created by the paying bank and that does not bear a
signature applied, or purported to be applied, by the person on whose
account the check is drawn. This definition differs from the Uni
versal Commercial C ode’s definition o f a remotely created con
sumer item, as Regulation C C has an expanded scope definition
that includes nonconsumer items. An example o f a remotely cre
ated check occurs each month, when this author pays her VISA
bill by instructing the VISA bank (payee/depository bank) to
withdraw funds from her checking account bank (paying bank).
A CH transactions are considered in conjunction with the annual
A C H compliance examination. However, financial institution
auditors need to be cognizant o f the regulatory change in client
liability status, and subsequent management response. Has the
client implemented new control, documentation, and fraud and
liability procedures surrounding the rule changes? The auditor
also needs to evaluate new characteristics o f the remote check
during the accumulation o f audit documentation. For guidance,
the auditor can refer to internal control, fraud, and audit docu
mentation literature referred to in prior sections o f this Alert.

Potential Unrecorded Liability to the IRS— Payments to
Foreign Residents
Financial institutions are withholding agents for the IRS. As
such, they are responsible for identifying and properly withhold
ing and remitting taxes not only on employee wages but also on
other forms o f income including interest, dividends, syndicated
loans, and pension fund distributions.
26. Generally this means the bank for the person that initially created and deposited the
remotely created check.
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The auditor may need to evaluate if unrecognized or contingent
liabilities exist at an institution due to a failure to properly identify
beneficial owners’ domestic or foreign residency and to act pru
dently regarding documentation of residency. Some institutions
failed to act upon IRS regulations issued in 2000 and revised in
2001 that require the institution to obtain documentation
(through a version o f Form W-8 or W-9) o f a beneficial owner’s
residence for tax purposes with payments filed and remitted on
Form 1042S. Institutions making payments to improperly docu
mented foreign residents could face liability for amounts not with
held, and for interest and penalties including negligence and
nonfiling penalties. These amounts could represent unrecognized
liabilities at institution(s) without proper internal control over
their income tax withholding duties and material payments to for
eign beneficial owners.
Some key risks to financial institutions from improper income
tax withholding include, but are not limited to, not having ade
quate internal controls over withholding to possible nonresident
aliens and the building up o f unidentified contingent or actual li
abilities (withholding tax due and potential IRS filing, interest,
and negligence penalties).

Recent Regulatory Actions at a Glance
The financial institution industry in general is subject to various
monetary and fiscal policies and regulations, which include but
are not limited to those determined by the FRB, the O C C , the
FD IC, state regulators, the O TS, the N CU A , the SEC, and the
PCAOB.
In addition to the items presented below, readers should read the
AICPA’s general A udit Risk Alert— 2006/0 7 and the AICPA’s
Audit Risk Alert Independence and Ethics— 2006/07 for informa
tion about other regulatory actions not specific to financial insti
tutions. Additionally, see the section in this Alert titled “Internal
Control Update” and the AICPA Risk Alert SE C and PCAOB De
velopments— 2 0 0 6 /0 7 for additional public company information.
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In addition to the regulations discussed in the “Regulatory High
lights” section o f this Alert, the following issuances are especially
relevant to 2006 year-end audits and have been discussed in vari
ous sections o f this Alert.

Title/Topic

Section in This Alert

Issuer(s)

Proposed Guidance— Concentrations Industry and Economic
in Com m ercial R eal Estate Lending,
Developments—
Commercial Real Estate
Sou n d Risk M anagem ent Practices
Lending

FRB, FDIC,
O CC, OTS,
N CUA

C redit R isk M anagem ent G uidance
fo r H om e Equity Lending

Industry and Economic
Developments— Slow
Motion Mortgages and
Nontraditional Products

FRB, FDIC,
O CC, OTS,
NCUA

Interagency G uidance on
N on tradition al M ortgage
Product Risks

Industry and Economic
Developments— Slow
Motion Mortgages and
Nontraditional Products

FRB, FDIC,
O CC, OTS,
NCUA

Agency Hurricane Issuances

Industry and Economic
FRB, FDIC,
O CC, OTS,
Developments— Stormy
Weather-Lingering Effects NCUA

Deposit Insurance Issuances

Industry and Economic
Developments— Deposit
Insurance Developments

FDIC, NCUA

Enterprise Risk M anagem ent—
Integrated Fram ew ork a n d In tern al
Control— Integrated Fram ew ork

Industry and Economic
Developments— Internal
Control Update

CO SO

In tern al C ontrol O ver F in an cial
Reporting— G uidance fo r Sm aller
P u blic Com panies

Industry and Economic
Developments— Internal
Control Update

CO SO

Memorandum: Sarbanes-O xley A ct

Industry and Economic
Developments— Internal
Control Update

OCC

F D IC IA — A m endm ent to P a rt 3 6 3

Industry and Economic
Developments— FDICIA
Update What's New
(or Not) for 2006

FD IC

The Pension Protection A ct o f 2 0 0 6

Accounting
Congress
Pronouncement Potpourri
— Pension Tension

U pdate on A ccounting fo r Loan a n d
Lease Losses

Accounting
FRB, FDIC,
Pronouncement Potpourri OCC, OTS,
— Credit Loss Allowance NCUA
Update

Section 4 0 4 A ttestations
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Title/Topic

Section in This Alert

Issuer(s)

N C U A P arts 748, 76 0 , Proposed
N et Worth Am endm entfo r C redit
Unions A ct

Credit Union Spotlight

NCUA,
Congress

N C U A P art 7 1 2 Am endm ent—
The C redit Union Service
O rganization A u d it Requirem ent

Credit Union Spotlight

NCUA

Interagency Advisory on the Unsafe
an d U nsound Use o f Lim itation o f
L iab ility Provisions in E xtern al
A u d it Engagem ent Letters

Regulatory Highlights

FFIEC

USA P A T R IO T A C T

Fraud and Illegal Acts

Congress,
Treasury
Department

Bank Secrecy Act/Anti-M oney
Laundering Exam ination
M an u al— 2 0 0 6

Fraud and Illegal Acts

FFIEC,
FINCEN,
OFAC
Agencies

The following section presents an overview o f some important re
cent regulatory actions issued since the publication o f last year's
Alert. The list o f regulatory actions is not comprehensive and is
based on issues that may be applicable to accounting and auditing,
and the information provided represents only summaries o f the reg
ulations. Readers should visit the following Web sites o f the various
regulatory agencies for complete listings and full descriptions o f the
new regulations: FFIEC (www.ffiec.gov), FD IC (www.fdic.gov),
FRB (www.federalreserve.gov), N C U A (www.ncua.gov), O C C
(www.occ.treas.gov), and O TS (www.ots.treas.gov).

Interagency Guidance
On October 12, 2005, the FFIEC issued Authentication in an In
ternet Banking Environment. Effective no later than year-end 2006,
the guidance, for banks offering Internet-based financial services,
describes enhanced authentication methods that regulators expect
banks to use when authenticating the identity o f customers using
on-line products and services. Examiners will review this area to de
termine a financial institutions progress in complying with this
guidance during upcoming examinations (www.ffiec.gov).
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On December 14, 2005, the FD IC , FRB, O C C , and O T S an
nounced the publication o f a compliance guide titled Interagency
Guidelines Establishing Information Security Standards (Security
Guidelines). The compliance guide summarizes the obligations of
financial institutions to protect customer information and illus
trates how certain provisions o f the Security Guidelines apply to
specific situations. Among other matters, the compliance guide
lists resources that may be helpful in assessing risks and designing
and implementing information security programs. The compli
ance guide is not a substitute for the Security Guidelines. The
compliance guide addresses only a financial institutions obliga
tions under the Security Guidelines and does not address the ap
plicability o f any other federal or state laws or regulations that
may pertain to policies or practices for protecting customer
records and information (www.federalreserve.gov/boarddocs/
press/all/2005).
On January 13, 2006, the FD IC, FRB, O C C , and O TS issued a
proposal for comment on sound risk management practices for
concentrations in commercial real estate lending. The comment
period was extended on March 9, 2006. The proposed guidance
reinforces existing guidelines for real estate lending and safety and
soundness. It provides criteria for identifying institutions with
commercial real estate loan concentrations that may warrant
greater supervisory scrutiny. As provided in the guidance, such
institutions should have robust risk-management systems in place
and capital levels appropriate to the risk associated with these
concentrations (www.federalreserve.gov). For additional informa
tion see the section “Commercial Real Estate Lending” in this
Alert and the respective Web site.
On February 6, 2006, the FDIC, FRB, and O C C approved a final
rule for state member banks and bank holding companies that re
vises the risk-based capital treatment for cash collateral posted in
connection with securities borrowing transactions. This final rule
makes permanent, and expands the scope of, an interim final rule is
sued in 2000, that reduced risk-based capital requirements for cer
tain cash-collateralized securities borrowing transactions. See also
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regulations H and Y and www.federalreserve.gov/boarddocs/press/
bcreg/2006/20060206/default.htm.
On February 3, 2006, the FD IC, FRB, NCUA, O C C , and O TS
announced the issuance o f Interagency Advisory on the Unsafe and
Unsound Use o f Limitation o f Liability Provisions in External Audit
Engagement Letters, which addresses safety and soundness con
cerns that may arise when financial institutions agree to limit their
external auditors’ liability. A concern is that limiting the liability of
external auditors in engagement letters may reduce the reliability
o f audits (www.federalreserve.gov). For additional information,
see the “Regulatory Highlights” section o f this alert and the re
spective agency Web site.
On February 3, 2006, pursuant to the Economic Growth and
Regulatory Paperwork Reduction Act o f 1996 (EGRPRA), the
FD IC , FRB, O C C , and O T S requested comments and sugges
tions on outdated, unnecessary, or unduly burdensome regulatory
requirements with respect to rules regarding Prompt Corrective
Action and the Disclosure and Reporting o f CRA-Related Agree
ments, which are in the Capital and Community Reinvestment
Act categories o f regulations (www.ots.treas.gov).
Effective February 22, 2006, the FDIC, FRB, and O C C issued a
joint final rule that clarified the capital treatment for securities bor
rowing transactions for banks and bank holding companies that are
subject to the Market Risk Capital Rule. Securities borrowing
transactions are generally used in conjunction with short sales, se
curities fails, and option and arbitrage positions (www.fdic.gov/
news/news/financial/2006).
On March 30, 2006, the Federal Reserve announced an intera
gency notice o f proposed rulemaking (NPR) that would imple
ment Basel II risk-based capital requirements in the United States
for large, internationally active banking organizations. The pro
posed rule would require the largest internationally active banks
to enhance the measurement and management o f their risks, in
cluding credit risk and operational risk. It also would require
these banks to have rigorous processes for assessing overall capital
adequacy in relation to their total risk profile and to publicly
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disclose information regarding their risk profile and capital ade
quacy (www.federalreserv.gov).
On April 3, 2006, the FD IC, FRB, Department o f H ousing and
Urban Development (H UD ), NCUA, O C C , and O TS released
updated “Answers to Frequently Asked Questions” to aid inter
pretation o f the 2005 home loan data to be disclosed this year
under the Home Mortgage Disclosure Act (www.occ.treas.gov).
On May 9, 2006, the FRB, FD IC, O C C , O TS, and the SEC re
quested comment on a revised proposed statement Interagency
Statement on Sound Practices Concerning Elevated Risk Complex
Structured Finance Activities, originally issued for comment in
May 2004. The revised Statement describes the types o f internal
controls and risk management procedures that should help finan
cial institutions identify, manage, and address the heightened
legal and reputational risks that may arise from certain complex
structured finance transactions. The agencies have modified the
revised Statement in several important respects in light o f the
comments received on the original proposed Statement. For ex
ample, the agencies have reorganized, streamlined, and modified
the Statement to make the document more principles-based and
focused on those complex structured finance transactions that
may pose heightened levels o f legal or reputational risk to a finan
cial institution (www.federalreserve.gov).
On July 18, 2006, the FD IC, FRB, Federal Trade Commission,
N CU A, O C C , and O T S issued a request for comments on a N o 
tice o f Proposed Rulemaking concerning identity theft “red flags”
and address discrepancies. The regulations that the agencies are
jointly proposing would require each financial institution and
creditor to develop and implement an identity theft: prevention
program that includes policies and procedures for detecting, pre
venting, and mitigating identity theft in connection with account
openings and existing accounts (www.occ.treas.gov).
On July 28, 2006, the FFIEC and related agencies released the re
vised Bank Secrecy Act/Anti-Money Laundering (BSA/AML) Ex
amination M anual (manual). The revised manual reflects the
ongoing commitment to provide current and consistent guidance
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on risk-based policies, procedures, and processes for banking or
ganizations to comply with the BSA and safeguard operations
from money laundering and terrorist financing (www.fdic.gov).
For additional information see the section “Fraud and Illegal Acts.”
On September 29, 2006, the FD IC , FRB, N C U A , O C C , and
O TS issued final guidance on residential mortgage products that
allow borrowers to defer repayment o f principal and sometimes
interest. These nontraditional mortgage products include “inter
est-only” mortgage loans where a borrower pays no principal for
the first few years o f the loan and “payment option” adjustablerate mortgages where a borrower has flexible payment options,
including the potential for negative amortization. Institutions are
also increasingly combining these mortgages with other practices,
such as making simultaneous second-lien mortgages and allowing
reduced documentation in evaluating the applicant's creditwor
thiness (www.federalreserve.gov). For additional information, see
the section “Slow Motion Mortgages and Nontraditional Prod
ucts” in the “Economic and Industry Developments” section o f
this Alert.
For hurricane-related issuances, see the section “Stormy Weather
— Lingering Effects” in the “Industry and Economic Develop
ments” section o f this Alert and “Hurricane Fraud Guidance” in
the “Fraud and Illegal Acts” section o f this Alert.

Federal Deposit Insurance Corporation
On November 28, 2005, the FD IC amended Part 363 o f its reg
ulations by raising the asset-size threshold from $500 million to
$ 1 billion for internal control assessments by management and
external auditors. For institutions between $500 million and $1
billion in assets, only a majority, rather than all, o f the members
o f the audit committee, who must be outside directors, must be
independent o f management. The final rule was effective Decem
ber 28, 2005, and applies to institutions whose fiscal years end on
or after September 30, 2005. For additional information, see the
section “FD ICIA Update— What’s New (or Not) for 2006” in
the “Industry and Economic Developments” section o f this Alert
(www.fdic.gov).
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On July 25, 2006, the FD IC issued for comment three proposed
rules. The first proposed rule would create a new system for riskbased assessments. The second proposed rule would set the desig
nated reserve ratio (DRR) at 1.25 percent. The third proposed
rule would govern the penalties for failure to pay assessments.
The Federal Deposit Insurance Reform Act o f 2005 requires the
FD IC to prescribe final regulations by November 5, 2006. Com 
ments on the first two proposed rules were due by September 22,
2006; comments on the third rule were due by September 18,
2006 (www.fdic.gov/news/news/financial/2006/index.html).
The FD IC has implemented certain provisions o f the Federal D e
posit Insurance Reform Act o f 2005. For further information, see
the section “Deposit Insurance Developments” in the “Industry
and Economic Developments” section o f this Alert. Additionally,
check the FD IC Web site at www.fdic.gov, for a comprehensive
list o f issuances.

Federal Reserve Board
On November 21, 2005, the FRB approved amendments to Reg
ulation C C to define “remotely created checks” and to create
transfer and presentment warranties to shift liability for an unau
thorized remotely created check to the institution where it is first
deposited (www.federalreserve.gov/boarddocs/press/all/2005).
For additional information, see the section titled “The Unautho
rized Remote Check—Who Bears Liability?” in the “Regulatory
Highlights” section o f this Alert.
On February 27, 2006, the FRB approved a final rule that ex
pands the definition o f a small bank holding company (BH C)
under the Board’s Small Bank Holding Company Policy State
ment and the Board’s risk-based and leverage capital guidelines
for bank holding companies. The policy statement facilitates the
transfer o f ownership o f small community banks by permitting
debt levels at small BH C s that are higher than what would typi
cally be permitted for larger BH Cs. Because small BH C s may,
consistent with the policy statement, operate at a level o f leverage
that generally is inconsistent with the capital guidelines, the capi
tal guidelines provide an exemption for small BHCs.
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In its revisions to the Policy Statement, the Board has raised the
small BH C asset size threshold from $150 million to $500 mil
lion and amended the related qualitative criteria for determining
eligibility as a small B H C for the purposes o f the policy statement
and the capital guidelines. The Board has also clarified the treat
ment o f subordinated debt associated with issuances o f trust pre
ferred securities. The revised policy statement indicates that such
subordinated debt is considered debt for most purposes under the
policy statement, subject to a five-year transition period. See Reg
ulation Y and www.federalreserve.gov/boarddocs/press/bcreg/
2006/20060227/default.htm.
On March 15, 2006, the FRB published a final rule that amends
Regulation K, International Banking Operations (12 C FR 211).
The final rule requires Edge and Agreement corporations and U.S.
branches, agencies, and representative offices o f foreign banks su
pervised by the Federal Reserve to establish and maintain proce
dures reasonably designed to ensure and monitor compliance with
the Bank Secrecy Act (BSA) and related regulations. The rule is ef
fective April 19, 2006. These amendments do not impose new re
quirements; rather, they conform the Board’s regulations to
existing statutory and regulatory provisions o f the BSA, as well as
to long-standing supervisory expectations. Accordingly, the final
rule should not impose material changes in business practices or
increased expense or administrative burden on affected institu
tions (www.federalreserve.govboarddocs/srletters/2006).
Changes to Regulation E included a finalized rule and commentary
amendments on consumer authorization to collect service fees for
insufficient funds, a finalized rule and staff commentary amend
ments on coverage o f direct deposits and payroll card accounts, a fi
nalized rule and staff interpretation that check conversion
transactions must have customer authorization, and a final rule and
commentary revision on Regulation E coverage o f recurring pay
ment card accounts by employers (www.federalreserve.gov).
See additional rules and regulations under the section o f this
Alert titled “Interagency Guidance” and the Web site at www.
federalreserve. gov.
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National Credit Union Administration
On March 17, 2006, the N C U A issued an interim final rule
amending share insurance to clarify coverage and implement
changes required by share insurance reform Congress enacted in
February (www.ncua.gov). For additional information, see the
section “Deposit Insurance Developments” in the “Industry and
Economic Developments” section o f this Alert.
See other N C U A issuances under the sections o f this Alert titled
“Interagency Guidance” and “Credit Union Spotlight,” and the
Web site at www.ncua.gov.

Office of the Comptroller of the Currency
On September 14, 2005 the O C C issued an Advisory and Alert
to National Banks on Unacceptable Credit Card Marketing and
Account Management Practices. This document provides guid
ance on three specific credit card practices that the O C C regards
as unacceptable because they may constitute unfair or deceptive
acts or practices, or could otherwise expose a bank to compliance
and reputation risk (www.occ.treas.gov).
On April 28, 2006, the O C C published a community develop
ments newsletter that focuses on foreclosure prevention. The
newsletter focuses on a number o f ways banks can help to reduce
foreclosures through partnering with nonprofits and successfully
implementing early intervention strategies with troubled borrow
ers. Community Developments can be accessed at www.occ.treas.
gov/cdd/spring06b/cd/index.html.
On September 1, 2006, the O C C issued bulletin 2006-39, on
managing the risks o f automated clearing house (ACH) activity.
National banks may be exposed to a variety o f risks when origi
nating, receiving, or processing A C H transactions, or outsourc
ing these activities to a third party. This bulletin outlines the key
components o f an effective A CH risk management program.
See other O C C issuances under “Interagency Guidance,” prior
sections o f this Alert, and the Web site at www.occ.treas.gov.
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Office of Thrift Supervision
On August 31, 2005, the O T S finalized a rule, pursuant to the
Economic Growth and Regulatory Paperwork Reduction Act,
which will reduce regulatory burden on savings associations by
updating and revising various application and reporting require
ments. The rule will modify application and notice requirements
that apply to branch and agency offices operated by thrifts, revise
the publication and public comment procedures for various O TS
applications and notices, and revise agency O TS procedures for
formal and informal meetings held in connection with O TS ap
plications (www.ots.treas.gov).
On July 3, 2006, the O T S issued a proposal to update Rule 12
C FR 563.81 concerning the rule surrounding Tier 2 capital in
clusion o f subordinated debt securities and mandatorily re
deemable preferred stock. The proposed rule would delete several
unnecessary or outdated requirements and would conform cer
tain provisions, such as maturity period requirements and pur
chaser restrictions, to the rules issued by the other federal
banking agencies. In addition, the proposed rule would reconcile
conflicting rules, add appropriate statutory cross-references, and
rewrite the rule in plain language (www.ots.treas.gov).
On July 20, 2006, the O T S clarified its regulations regarding
stock benefit plans established after mutual-to-stock conversions
or in mutual holding company structures. In addition, the O TS
proposes to reduce the voting requirements for the adoption o f
stock benefit plans in mutual holding company structures and to
make several other minor changes to the regulations governing
mutual-to-stock conversions and minority stock issuances.
Additionally, see rules and regulations under “Interagency Guidance,”
prior sections o f this Alert, and the Web site at www.ots.treas.gov.

Recent Auditing and Attestation Pronouncements
and Related Guidance
Presented below is a list o f auditing and attestation pronounce
ments, Guides, and other guidance. For information on auditing

111

and attestation standards issued subsequent to the writing o f this
Alert, please refer to the A ICPA Web site at www.aicpa.org/
members/div/auditstd/technic.htm. The PCAO B sets auditing
and attestation standards for audits o f public companies. See the
PCAOB Web site at www.pcaobus.org for information about its
activities. You may also look for announcements o f newly issued
standards in the CPA Letter, Journal o f Accountancy, and in the
quarterly electronic newsletter, In Our Opinion, issued by the
AICPA Auditing Standards team, available at www.aicpa.org.
SAS No. 102, D efinin g Professional
Requirem ents in Statem ents on
A uditing Stan d ard
SSAE No. 13, D efinin g Professional
Requirem ents in Statem ents on
Standards fo r A ttestation Engagem ents

These standards established two categories
o f professional requirements that are
identified by specific terms. The words
m ust or is required are used to indicate an
unconditional requirement. The word
should is used to indicate a presumptively
(December 2005)
mandatory requirement. (The words may,
(Not applicable to audits conducted m ight, could, and should consider represent
in accordance with PCAOB
actions that auditors have a professional
standards)
obligation to consider.) The provisions of
SAS No. 102 and SSAE No. 13 were
effective upon issuance. It is the ASB’s
intention to make conforming changes to
AICPA literature over the next several
years to remove any language that would
imply a professional requirement where
none exists.

SAS No.
A u d it D ocum entation
(December 2005)
(Not applicable to audits conducted
in accordance with PCAOB
standards)

SAS No. 103 supersedes AU sec. 339, A ud it
D ocum entation (AICPA Professional
Standards, vol. 1), and amends AU sec. 530,
D atin g o f the Independent A ud ito r’s Report
(AICPA Professional Standards, vol. 1).
Effective for audits of financial statements
for periods ending on or after December
15, 2006, with earlier application permitted,
this SAS establishes standards and provides
guidance to an auditor o f a nonissuer on
audit documentation.

SAS No. 104-111, Risk
Assessment Standards

See Spotlight section, below.

SAS No. 112, Com m unication o f
In tern al C ontrol Related M atters
Iden tified in an A u d it

The new standard supersedes SAS No. 60,
Com m unication o f In tern al Control Related
M atters N oted in an A u d it (AICPA,
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(May 2006)
(Not applicable to audits conducted
in accordance with PCAOB
standards)

Professional Standards, vol. 1, AU sec. 325),

PCAOB Auditing Standard No. 4,

This standard applies if auditors report on
the elimination of a material weakness in a
company’s internal control over financial
reporting. The standard establishes a
voluntary engagement that would be
performed at the election o f the company.

Reporting on Whether a Previously
Reported M aterial Weakness
Continues to E xist

(February 2006)
(Applicable to audits conducted in
accordance with PCAOB standards
only)
PCAOB Conforming Amendment
to AT 101.04f, A ttest Engagem ents
(February 2006)
(Applicable to audits conducted in
accordance with PCAOB standards
only)

as amended. It establishes requirements and
provides extensive guidance about
communicating matters related to an
entity’s internal control over financial
reporting identified while performing an
audit of financial statements. SAS No. 112
also requires that certain communications
be in writing. Effective for periods ending
on or after December 15, 2006.

Conform ing Am endm ent to P C A O B R elated
A uditing an d Professional Practice Standards
Resulting from the A doption o f the A uditing
Stan d ard N o. 4

This states that Auditing Standard No. 4
must be used for reporting on whether a
material weakness continues to exist for
any purpose other than a company’s
internal use.

Spotlight on the AICPA Risk Assessment Standards
In March 2006, the AICPA ASB issued eight Statements on Au
diting Standards (SASs) that provide extensive guidance concern
ing the auditor's assessment o f the risks o f material misstatement
in a financial statement audit, and the design and performance o f
audit procedures whose nature, timing, and extent are responsive
to the assessed risks. Additionally, the SASs establish standards
and provide guidance on planning and supervision, the nature o f
audit evidence, and evaluating whether the audit evidence ob
tained affords a reasonable basis for an opinion regarding the fi
nancial statements under audit. The following table lists the eight
SASs and their effect on existing standards:
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Statem ent on A uditing Standard
SAS No. 104, A m endm ent to
Statem ent on A uditin g Standards
No. 1, Codification o f Auditing
Standards and Procedures ("D u e
Professional C are in the Perform ance
o f Work”)

SAS No. 105, Am endm ent to
Statem ent on A uditin g Standards
N o. 9 5, Generally Accepted

Effect on Existing Standards
Amends SAS No. 1, D ue Professional C are
in the Perform ance o f Work (AU section 230)

Amends SAS No. 95, Generally Accepted
A uditin g Standards (AU section 150)

Auditing Standards
SAS No. 106, A u d it Evidence

Supersedes SAS No. 31, E v id en tial M atter
(AU section 326)

SA S No. 107, A u d it Risk an d
M ateriality in C onducting an A u d it

Supersedes SAS No. 47, A udit Risk an d
M ateriality in C onducting an A u d it (AU
section 312)

SAS No. 108, P lan n in g an d
Supervision

Supersedes SAS No. A ppointm ent o f the
Independent A uditor (AU section 310); and
supersedes SAS No. 22, P lan n in g an d
Supervision (AU section 311)

SAS No. 109, U nderstanding the
Entity a n d Its Environm ent a n d
Assessing the Risks o f M aterial
M isstatem ent

Supersedes SAS No. 55, Consideration o f
In tern al Control in a F in an cial Statem ent
A u d it (AU section 319)

SAS No. 110, Perform ing A u d it

Supersedes SAS No. 45, Substantive Tests
P rior to the Balance-Sheet D ate (AU section
313); and together with SAS No. 109,
supersedes SAS No. 55, Consideration o f

Procedures in Response to A sessed
Risks a n d E v alu atin g the A u d it
Evidence O btained

In tern al C ontrol in a F in an cial Statem ent
A u d it (AU section 319)

SAS No. 111, Am endm ent to
Statem ent on A uditing Standards
No. 3 9 , Audit Sampling

Amends SAS No. 39, A u d it Sam plin g (AU
section 350)

Key Provisions of the New Standards
The SASs emphasize the link between understanding the entity,
assessing risks, and the design o f further audit procedures. The
SASs introduce the concept o f risk assessment procedures, which
are deemed necessary to provide a basis for assessing the risk o f
material misstatement. Risk assessment procedures, along with
further audit procedures, which consist o f tests o f controls and
substantive tests, provide the audit evidence to support the auditor's
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opinion o f the financial statements. According to the SASs, the
auditor should perform risk assessment procedures to gather infor
mation and gain an understanding o f the entity and its environ
ment, including its internal controls. These procedures include
inquiries, analytical procedures, and inspection and observation.
Assessed risks and the basis for those assessments should be docu
mented; therefore, auditors may no longer default to maximum
control risk for an entity’s risk assessment without documenting
the basis for that assessment. The SASs also require auditors to
consider and document how the risk assessment at the financial
statement level affects individual financial statement assertions, so
that auditors may tailor the nature, timing, and extent o f their
audit procedures to be responsive to their risk assessment. It is an
ticipated that generic audit programs will not be appropriate for
all audit engagements, as risks vary between entities.

Effective Date and Implementation
The SASs are effective for audits o f financial statements for peri
ods beginning on or after December 15, 2006; earlier application
is permitted. In most cases, implementation o f the SASs will re
sult in an overall increased work effort by the audit team, partic
ularly in the year o f implementation. It also is anticipated that to
implement the SASs appropriately, many firms will have to make
significant revisions to their audit methodologies and train their
personnel accordingly. Readers can obtain the SASs and the re
lated AICPA Audit Risk Alert titled Understanding the New Au
diting Standards Related to Risk Assessment (product no. 022526)
at www.cpa2biz.com.

Recent AICPA Independence and Ethics Pronouncements
The AICPA Independence an d Ethics Developments— 2 0 0 6 /0 7
(product no. 022476) contains a complete update on new inde
pendence and ethics pronouncements. This Alert can be obtained
by calling the AICPA at (888) 777-7077 or going online at www.
cpa2biz.com. Readers should obtain that Alert to be aware o f in
dependence and ethics matters that will affect their practice.
The AICPA general A udit Risk Alert— 2 0 0 6 /0 7 and other
AICPA industry-specific Alerts contain summaries o f recent
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pronouncements not included here. To obtain copies o f AICPA
standards and Guides, contact AICPA Service Center Operations
at (888) 777-7077 or go online at www.cpa2biz.com.

Recent Accounting Pronouncements and
Related Guidance
Presented below is a list o f accounting pronouncements and
other guidance issued since the publication o f last year's Alert.
For information on accounting standards issued subsequent to
the writing o f this Alert, please refer to the AICPA Web site at
www.aicpa.org and the FASB Web site at www.fasb.org. You may
also look for announcements o f newly issued standards in the
CPA Letter and Journal o f Accountancy.
FASB Statement No. 155

Accounting fo r Certain H ybrid F in an cial
Instrum ents— an am endm ent o f F A SB Statem ents
N o. 1 3 3 an d 1 4 0

FASB Statement No. 156

Accounting fo r Servicing o f F in an cial Assets— an
am endm ent o f F A SB Statem ent N o. 1 4 0

FASB Statement No. 157

F a ir Value M easurem ents

FASB Statement No. 158

Em ployers’A ccounting fo r D efined Benefit Pension
a n d O ther Postretirem ent P lan s— an am endm ent o f
F A SB Statem ents No. 87, 88, 106, a n d 132(R )

FASB Interpretation No. 48

Accounting fo r Uncertainty in Incom e Taxes— an
interpretation o f F A SB Statem ent N o. 1 0 9

FASB EITF Issues
(Various dates)

Go to www.fasb.org/eitf/ for a complete list of
EITF Issues.

FASB Staff Positions
(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a
complete list o f FASB Staff Positions (FSPs).

AICPA Technical Practice Aids
2130.09-2130.35
(December 2005)
(Nonauthoritative)

A ccounting fo r C ertain Loans or D ebt Securities
A cquired in a Transfer

Various topics on the application of SOP 03-3,

AICPA Technical Practice Aids
5600.07-5600.17
(November 2005)
(Nonauthoritative)

Various lease topics

AICPA Technical Practice Aids
6910.16-6910.20
(January 2006)
(Nonauthoritative)

“Nonregistered Investment Partnerships”
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The AICPA general Audit Risk Alert— 2006/0 7 and other AICPA
industry-specific Alerts contain summaries o f these recent pro
nouncements. Additionally, see the “Accounting Pronouncement
Potpourri” section o f this Alert for information on financial insti
tution industry-specific guidance.

On the Horizon
Auditors should keep abreast o f auditing and accounting develop
ments and upcoming guidance that may affect their engagements.
Presented in the following sections is brief information about
some ongoing projects that have particular significance to the fi
nancial institution industry or that may result in very significant
changes. Read the AICPA general Audit Risk Alert—2 0 0 6 /0 7 for a
more complete list o f ongoing auditing and accounting projects.
Remember that exposure drafts are nonauthoritative and cannot
be used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding expo
sure drafts, including downloading exposure drafts. These Web
sites contain much more in-depth information about proposed
standards and other projects in the pipeline. Many more account
ing and auditing projects exist beyond those discussed here.
Readers should refer to information provided by the various
standard-setting bodies for further information.
Standard-Setting Body

Web Site

AICPA Auditing Standards Board
(ASB)

www.aicpa.org/ members/div/
auditstd/drafts.htm

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/members/div/acctstd/
edo/index.htm

Financial Accounting Standards
Board (FASB)

WWW.rutgers.edu/Accounting/raw/

Public Company Accounting
Oversight Board (PCAOB)

www.pcaobus.org or www.pcaob.com

Professional Ethics Executive
Committee (PEEC)

WWW.aicpa.org/members/div/ethics/

Securities and Exchange
Commission (SEC)

www.sec.gov

fasb/draft/draftpg.html

index.htm
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Help Desk—The AICPA’s standard-setting committees pub
lish exposure drafts of proposed professional standards exclu
sively on the AICPA Web site. The AICPA will notify interested
parties by e-mail about new exposure drafts. To be added to the
notification list for all AICPA exposure drafts, send your e-mail
address to service@aicpa.org. Indicate “exposure draft: e-mail
list” in the subject header field to help process your submission
more efficiently. Include your fu ll name, mailing address and, if
known, your membership and subscriber number in the mes
sage. The AICPA Web site also has connecting links to the
other standard-setting bodies listed above.

Auditing Pipeline--Nonpublic
Proposed Statement on Standards for Attestation
Engagements, Reporting on an Entity's Internal Control
Over Financial Reporting (A T 501)
In January 2006, the ASB issued a revised exposure draft o f a pro
posed SSAE that would supersede Chapter 5, “Reporting on an
Entity’s Internal Control Over Financial Reporting,” o f SSAE
N o. 10, Attestation Engagements: Revision an d Recodification
(AICPA, Professional Standards, vol. 2, A T sec. 501), as amended.
This propo sed SSAE establishes standards and provides guidance
to the practitioner who is engaged to issue or does issue an exam
ination report on the effectiveness o f an entity’s internal control
over financial reporting as o f a point in time (or on an assertion
thereon). In May 2006, the PCAOB announced plans to amend
certain aspects o f PCAOB Auditing Standard No. 2 to improve
its implementation. Because the forthcom ing changes to the
PCAOB Standard will be relevant to the revision o f A T section
501, the ASB has decided to defer to issuance o f final revised AT
section 501 until the PCAOB issues their amendments and the
ASB has time to consider them. For additional information see
the section “FDICIA Update— What’s New (or Not) for 2006?”

Proposed Amendment to
No. 69, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting
Principles,
rNongovernmental Entities
fo
The ASB has issued an exposure draft introducing a proposed
SAS entitled Amendment to Statement on Auditing Standards No.
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69, The Meaning o f Present Fairly in Conformity With Generally
Accepted Accounting Principles, fo r Nongovernmental Entities.
This proposed SAS, which applies only to nongovernmental enti
ties, has been issued in response to the FASB's proposed State
ment o f Financial Accounting Standards entitled The Hierarchy o f
Generally Accepted Accounting Principles. The FASB proposal
moves responsibility for the GAAP hierarchy for nongovernmen
tal entities from the auditing literature (SAS No. 69) to the ac
counting literature. The proposed SAS deletes the GAAP
hierarchy for nongovernmental entities from SAS N o. 69. The
ASB decided to coordinate the provisions and effective date o f
this exposure draft with the FASB proposed Statement, which
can be obtained at www.fasb.org.

Proposed Statement on Auditing Standards, The Auditor's
Communication With Those Charged With Governance
This proposed SAS will replace AU section 380, Communication
With Audit Committees, and will establish standards and provide
guidance to an auditor on matters to be communicated with
those charged with governance. Among other matters, the pro
posed SAS identifies specific matters to be communicated and
also amends A U section 341, The Auditor's Consideration o f an
Entity's Ability to Continue as a Going Concern. Readers should be
alert for the issuance o f a final standard.

Auditing Pipeiine— Pubiic
As pending projects have been submitted by the PCAOB to the
SEC for approval, information is listed under the section o f this
Alert titled “Recent Auditing and Attestation Pronouncements.”

Accounting Pipeiine— Proposed FASB Statement, The Hierarchy of

Generally Accepted Accounting Principles
This proposed Statement would identify the sources o f account
ing principles and the framework for selecting the principles to be
used in the preparation o f financial statements o f nongovernmen
tal companies that are presented in conformity with U.S. GAAP
(or the GAAP hierarchy). The GAAP hierarchy is currently
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presented in AICPA SAS No. 69. However, the FASB believes
that the GAAP hierarchy should be directed specifically to com
panies because it is the company, not the auditor, who is respon
sible for selecting its accounting principles for financial
statements. Accordingly, the FASB concluded that the GAAP hi
erarchy should reside in the accounting literature established by
the FASB. The FASB decided to carry forward the GAAP hierar
chy as set forth in SAS No. 69, subject to certain modifications.
The FASB staff will coordinate with the AICPA to ensure that
each o f the documents has a uniform effective date. Readers
should be alert for the issuance o f a final Statement.

Accounting Pipeline— Proposed FASB Statement, Accounting for

Transfers of Financial Assets
The exposure draft Accounting fo r Transfers o f Fin an cial Assets
(Transfers Project) is a revision o f a June 2003 exposure draft,
Qualifying Special-Purpose Entities and Isolation o f Transferred As
sets, and would amend FASB Statement No. 140, Accounting for
Transfers and Servicing o f Financial Assets and Extinguishments o f
Liabilities. The proposed Statement seeks to (1) clearly specify the
permitted activities o f a qualifying special-purpose entity
(QSPE), (2) address practice issues related to which arrangements
should be considered and how they should be considered in the
legal isolation analysis, (3) eliminate the prohibition on a QSPEs
ability to hold passive derivative financial instruments that per
tain to beneficial interests held by a transferor, (4) revise the
methodology used to initially measure at fair value interests re
lated to transferred financial assets held by a transferor, and (5)
clarify guidance related to when rollovers o f beneficial interests
are permitted within a QSPE. At its July 26, 2006, meeting, the
FASB decided to combine the servicer discretion project (which
addressed issues relating to the waiver o f due-on-sale, collateral
substitution, and foreclosed asset activities) into the Transfers
Project. The FASB expects to issue a final Statement, which
would amend Statement 140, in the second quarter o f 2007. See
the FASB Web site at www.fasb.org for complete information.
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Accounting Pipeline— Proposed FASB Statement, The Fair Value

Option for Financial Assets and Financial Liabilities—Including an
amendment of FASB Statement No. 115
The fair value option project has two phases: This proposal repre
sents Phase 1, which addresses the fair value option for certain fi
nancial assets and financial liabilities. Phase 2 will consider
permitting the fair value option for certain nonfinancial assets
and nonfinancial liabilities and some o f the financial assets and fi
nancial liabilities excluded from the scope o f Phase 1.
The proposed Statement would create a fair value option under
which an entity may irrevocably elect fair value as the initial and
subsequent measurement attribute for certain financial assets and
financial liabilities on a contract-by-contract basis, with changes
in fair value recognized in earnings as those changes occur. The
proposed statement has specific financial presentation require
ments to display fair values and those values that are measured
using other measurement techniques. The proposed Statement
would amend FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities, to require that securities
reported at fair value in accordance with FASB Statement No.
115 satisfy the specific financial statement presentation require
ments. The planned effective date is for years beginning after D e
cember 15, 2006. Visit the FASB Web site at www.fasb.org for
additional information.

Accounting Pipeline— Proposed FASB Statements, Business

Combinations and Consolidated Financial Statements, Including
Accounting and Reporting of Noncontrolling Interests
in Subsidiaries
In these proposed Statements, the FASB plans to revise the exist
ing guidance on the application o f the purchase method. The fol
lowing are among the main proposals:
1. That all acquisitions o f businesses be measured at the fair
value o f the business acquired.
2. That substantially all the assets acquired and liabilities as
sumed o f the acquired business be recognized and mea
sured at their fair values at the acquisition date.
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3. T hat entities that follow U .S. GAAP and international
standards apply substantially the same accounting require
ments for their business combinations.
Exposure drafts on business combinations— purchase method
procedures and noncontrolling interests— were issued on June
30, 2005. Practitioners should visit the FASB Web site for ex
pected issuance dates. For additional information on combina
tions o f mutual enterprises, see the “Credit Union Spotlight”
section o f this Alert.

Accounting Pipeline— FASB Project on Derivative Disclosures
FASB Statement No. 133 has been criticized by certain analysts,
auditors, investors, and others for lacking transparent disclosures,
allowing a user o f the financial statements to assess the overall risk
o f derivatives on a reporting entity from both a quantitative and
qualitative perspective. An exposure draft on derivative disclo
sures is expected in the fourth quarter o f 2006. The objective is to
provide guidance on enhanced disclosure requirements and bal
ance sheet and income statement display o f derivatives accounted
for in accordance with FASB Statement No. 133. Additionally,
the project is expected to reconsider the existing disclosure re
quirements under Statement 133 for relevance and applicability.
It is also expected that derivative loan commitments will fall
under the scope o f this project and could have a significant im
pact on the financial statements o f entities with derivative loan
commitments.

Accounting Pipeline— Proposed FASB EITFs and FSPs
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Read
ers should visit the FASB Web site at www.fasb.org/eitf/agenda.
shtml for complete information.

Proposed FASB Staff Positions
A number o f proposed FASB Staff Positions are in progress ad
dressing issues related to financial institutions. Readers should
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visit the FASB Web site at www.fasb.org/fasb_staff_positions/
proposed_fsp.shtml for complete information.

Resource Central
Presented below are various resources that practitioners engaged
in the lending and depository institutions industry may find
beneficial.

On the Bookshelf
The following publications deliver valuable guidance and practi
cal assistance as potent tools to be used on your engagements;
•

Audit and Accounting Guide Depository and Lending Insti
tutions: Banks and SavingsInstitutions, Credit Unions, Finance
Companies, and Mortgage Companies (product no. 012736kk)

•

Accounting and Reporting Practice Aid Checklist and Illus
trative Fin an cial Statements fo r Depository an d Lending
Institutions (product no. 0 08916kk)

•

Audit Guide Auditing Derivative Instruments, Hedging Ac
tivities, and Investments in Securities (product no. 012526kk)

•

Audit Guide Auditing Revenue in Certain Industries (product
no. 012516kk)

•

Audit Guide Audit Sampling (product no. 012530kk)

•

Audit Guide Analytical Procedures (product no. 012556kk)

•

Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (product no. 012776kk)

•

AICPA Audit and Accounting Practice Aid Illustrative D is
closures on Derivative Loan Commitments (product no.
006642kk)

•

AICPA Audit and Accounting Practice Aid Fraud Detec
tion in a GAAS A udit: Revised Edition (product no.
006615kk)
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•

Accounting Trends & Techniques— 2 0 0 6 (product no.
009898kk)

•

Auditor's Toolkit for Auditing Fair Value Measurements and
Disclosures Under FASB Statements No. 14 1, 142, and 144

• Audit and Accounting M anual (product no. 005136) (The
manual is a valuable nonauthoritative practice tool de
signed to provide assistance for audit, review, and compila
tion engagements. It contains numerous practice aids,
samples, and illustrations, including audit programs, audi
tor’s reports, checklists, and engagement letters; manage
ment representation letters; and confirmation letters.)

AICPA reSOURCE Online
Get access— anytime, anywhere— to the AICPA’s latest Profes
sional Standards, Technical Practice Aids, A udit and Accounting
Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To
subscribe to this essential service, go to www.cpa2biz.com.

CD-ROMS
The AICPA is currently offering a C D -R O M product entitled
reSO URCE: AICPA's Accounting an d A uditing Literature. This
C D -R O M enables subscription access to the following AICPA
Professional Literature products in a Windows format: Profes
sional Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you
need and includes hypertext links to references within and be
tween all products.

Continuing Professional Education
The AICPA has developed a number o f continuing professional
education (CPE) courses that are valuable to CPAs working in
the financial institution industry. Those courses include:
•

AICPA's Annual Accounting and Auditing Workshop (prod
uct no. 736182kk [text] and 187190 [DVD]). Whether
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you are in industry or public practice, this course keeps
you current and informed, and shows you how to apply
the most recent standards.
•

Audits o f Banks and Other Financial Institutions (product
no. 73244lkk). This course presents a thorough yet practi
cal approach on performing auditing procedures on the ac
counts o f commercial banks, savings institutions, and
credit unions. It familiarizes the participant with the key
balance sheet and income statement accounts for financial
institutions.

•

Information Security: Critical Guidance for CPAs in Public
Practice and Industry (product no. 732451 kk). This course
informs participants about security for systems developed
with new technology and what part the assessment o f risk
plays in developing controls to secure these systems.

•

SE C Reporting (product no. 736773kk [text] and 186754
[DVD]). This course will help the practicing CPA and cor
porate financial officer learn to apply SE C reporting re
quirements. It clarifies the more important and difficult
disclosure requirements.

AICPA Online (CPExpress and CPA2Biz)
AICPA CPExpress, offered exclusively through CPA2Biz.com, is
the AICPA’s flagship online learning product with enhancements
such as a new user interface and improved functionality. Im 
provements include new categories like Hot Topics, Annual U p 
dates, Accounting and Auditing, and Taxation, easier tracking
and course access as well as Internet explorer and firefox capacity.
CPExpress now offers a free trial subscription to the entire prod
uct for up to 30 days. AICPA members pay $149 (nonmembers
pay $369) for a new subscription and $119 (nonmembers pay
$319) for the annual renewal. Divided into one and two credit
courses that are available 24/7, AICPA CPExpress offers hundreds
o f hours o f learning in a variety o f topics.
In addition, the CPA2Biz.com Web site also offers all the latest
AICPA products, including the Audit Risk Alerts, Audit and
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Accounting Guides, and the professional standards. To learn more,
or register, visit www.aicpa.org.

Service Center Operations
To order AICPA products, receive information about AICPA ac
tivities, and find help on your membership questions, call AICPA
Service Center Operations at (888) 777-7077. The best times to
call are 8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30 p.m., East
ern Standard Time. You can also order AICPA products from the
Service Center by facsimile at (800) 362-5066 or visit www.
cpa2biz.com to obtain product information and place online orders.

Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser
vices. Call (888) 777-7077.

Ethics Hotline
Members o f the AICPA’s Professional Ethics Team answer in
quiries concerning independence and other behavioral issues re
lated to the application o f the A ICPA Code o f Professional
Conduct. Call (888) 777-7077.

Fax Hotline
The AICPA Has a 24-hour fax system that enables interested per
sons to obtain information that includes, for example, current
AICPA comment letters, conference brochures and registration
forms, CPE information, AcSEC actions, and legislative news. To
access the hotline, dial (201) 938-3787 from a fax machine and
follow the voice cues.

Webcasts
When planning your engagements, you can join the many practi
tioners who have participated in AICPA Webcasts. Webcasts are
an exceptional way to stay current on today’s professional issues.
Led by recognized experts, Webcasts provide complete briefings
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on a variety o f pertinent practice topics. During a two-hour live
Webcast, participants have the opportunity to e-mail and ask
questions o f expert panelists.
Additionally, past archived Webcasts for many industries are
available in C D format and can be accessed at www.cpa2biz.com/
webcasts. CPE credit is earned for both live and C D version par
ticipation.

Additional Information Sources
Further information on matters addressed in this Audit Risk Alert
is available through various publications and services offered by a
number o f organizations. Some o f those organizations are listed in
the “Information Sources” table at the end o f this Alert.
This Audit Risk Alert replaces the Banks, Credit Unions, an d
Other Lenders and Depository Institution Industry Developments—
2 0 0 5 /0 6 Audit Risk Alert. The Alert is published annually. As
you encounter audit or industry issues that you believe warrant
discussion in next year's Alert, please feel free to share those with us.
Any other comments that you have about the Alert would also be
appreciated. You may e-mail these comments to jgould@aicpa.org,
or write to:
Julie Gould, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
This Alert is intended to be used in conjunction with the AICPA
General A udit Risk Alert— 2006/07. We also suggest that you
review the annual AICPA Audit Risk Alerts Securities Industry
Developments— 2006/07, Insurance Industry Developments—
2 0 06/07, Investment Companies Industry Developments2006/07, Real Estate Developments 2 0 0 6 /0 7 and the SE C an d
PCAOB Alert— 2006/07 if you have clients or business lines that
encompass related activities.
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Public Inform ation Center

Federal Deposit
Insurance Corporation

801 17th Street, NW
Room 100
Washington, D C 20434
(877) 275-3342
(202) 416-6940

451 7th Street SW
Washington, D C 20410
(202) 708-1455

Department of Housing
and Urban
Development

(+41-61) 280 91 00
and (+41-61) 280 81 00

(201) 938-3787

Centralbahnplatz 2,
Basel, Switzerland
(+41-61) 280 80 80

24-H our F ax H otline

O rder D epartm ent

F ax Services

Harborside Financial
Center
201 Plaza Three
Jersey City, N J
07311-3881
(888) 777-7077 ________

G eneral Inform ation

Bank for International
Settlements

American Institute
of Certified Public
Accountants

O rganization

INFORMATION SOURCES

www.fdic.gov

www.hud.gov

www.bis.org

www.aicpa.org

www.cpa2biz.com

Internet
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Publications Services

Federal Reserve System

Financial Accounting
Standards Board

1625 Eye Street, NW
4th Floor
Washington, DC
20006-4001
(202) 408-2500

Federal Housing
Finance Board

P.O. Box 5116
Norwalk, CT
06856-5116
(203) 847-0700, ext. 10

O rder D epartm ent

20th and C Streets, NW
Washington, DC
20551-0001
(202) 452-3245

3501 Fairfax Drive
Room 3086
Arlington, VA
22226-3550
(703) 516-5588________

Federal Financial
Institutions
Examination Council

Some information is
available to guest users.
Other information
requires a subscription fee.
(202) 482-0005

U .S. D epartm ent o f
Commerce STAT-USA/FAX

Fax (202) 408-1435

www.fasb.org

www.frb.gov

www.fh fb.gov

www.ffiec.gov

(continued)

(202) 452-3206

Federal Reserve B oard
H ighlights
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Public Company
Accounting Oversight
Board (PCAOB)

1666 K Street N.W
Washington, D C 20006
(202) 207-9100

1775 Duke Street
Alexandria, VA 22314
(703) 518-6300

Office o f P ublic an d
Congressional A ffairs

1

Fax (202) 862-8430

This service is available
only to MBA members.
For more information,
call (800) 909-6222.

1125 15th Street, NW
Washington, DC
20005-2766
(800) 793-MBAA

National Credit Union
Administration

M BA F ax on D em and

Publications D epartm ent

Mortgage Bankers
Association of America

F ax Services

2070 Chain Bridge Road
Vienna, VA 22182
(703) 905-3770

G eneral Inform ation

Financial Crimes
Enforcement Network
(FinCEN)

O rganization

INFORMATION SOURCES

(800) 755-1030
(703) 518-6339
(Washington, D C area)

www.pcaobus.org

www.ncua.gov

N C U A W orldw ide Web
home page

New sline

N C U A Bulletin B oard

Recorded Announcements

All information is
available to guest users
(703) 518-6480

www.mbaa.org

WWW.ustreas.gov/fincen

Internet
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U.S. Government
Accountability Office
(GAO; formerly U.S.
General Accounting
Office)

400 Maryland Ave., SW
Washington, DC

U.S. Department of
Education

U.S. Government
Printing Office
Washington, DC
20401-0001
(202) 512-1800

Superintendent o f
Documents

(800) 433-3243

Federal Student A id
Inform ation Center

20202

1700 G Street, NW
Washington, DC
20552-0001
(202) 906-6000

(202) 512-2250

Inform ation Line

(202) 906-5660

Public F ax

O C C Info rm ation Line

(202) 479-0141

Publications Control

P.O. Box 70004
Chicago, IL 60673-0004
(202) 874-5000

U.S. Department o f the
Treasury—Office of
Thrift Supervision

U.S. Department of the
Treasury—Office o f the
Comptroller of the
Currency

www.gpo.gov

www.ed.gov

www.ots.treas.gov

www.occ.treas.gov

(continued)
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United States Securities
and Exchange
Commission

O rganization

(202) 942-8088
(202) 551-6020 (tty)

(202) 551-6551

S E C Public
Reference Room

Inform ation Line

100 F Street
Washington, D C 20549
(202) 942-4046

F ax Services

Publications U nit

G eneral Inform ation

N
I FORMATION SOURCES

www.sec.gov

Internet

(202) 942-8092 (tty)

Inform ation Line

I (202) 942-8090

Recorded Announcements

AICPA Member and
Public Information:
www.aicpa.org

AICPA Online Store:
www.cpa2biz.com
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